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Financing University Conference Centers.
A Multiple Case Study Approach

Aaron E. Blacka

Abstract

The Co-Alignment Principle is a strategic management framework that guides
value-added management. The model suggests that firmswill perform successfully if
they scan the environment for forces driving change and allocate their resources to
industry-leading competitive methods that address environmental trends. When
financing and managing a capital project, afirm’s managers must think strategically and
consider the “four pillars’ of project valuation and management: (1) estimating future
cash flows over the project’s life cycle, (2) determining an appropriate cost of capital/rate
of return, (3) assessing and managing operational and financial risk, and (4) investing in
the appropriate materials and resources. The four pillars of project valuation and
management act as a framework to guide this investigation on university conference
center financing. The overall research question of this study asks how university officials
make conference center investment decisions based on the four pillars of project
valuation and management.

To answer the research questions posed by thisinvestigation, this study adopted a
multiple case study approach, in which officials at five universities were interviewed
about their universities conference center projects. Interviews with two executive-level
personnel at each university along with multiple sources of written documentation
provided the basis for conclusions.

Evidence from the data collection phase of this project indicates that universities
follow similar procedures for financing their conference centers. For instance, they take
advantage of low-cost, tax-exempt debt and private contributions to fund these capital
projects. In addition, they place little emphasis on sensitivity analyses for cash flow
projections and ignore the opportunity costs of capital. University conference center
financing practices with respect to the four pillars of project valuation and management
are not consistent with the recommendations set forth by traditional financial principles.
This study concludes that universities should improve their strategic thinking and pay
more attention to the four pillarsin order to increase the viability of their conference
center businesses.
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One: Introduction

INTRODUCTION

In the first quarter of 2001, the Commonwealth of Virginia*“is facing a structural
impasse on the composition of the various budgets and competing priorities for revenue”
(C. W. Steger, personal communication, March 2, 2001). Asaresult, Governor James S.
Gilmore, 111 announced several belt-tightening measures on February 26, 2001, which
included a freeze on general fund capital outlay expenditures (J. S. Gilmore, personal
communication, February 26, 2001 and February 27, 2001). Further, he directed state
university officials to implement a freeze on capital projects. This situation provides an
illustration of the balancing act that many higher education facilities planners and
financial managers face: meeting the need for building renovations with ever-shrinking
budgets (Sockwell, 1993).

As competition for state funds increases among government agencies and
programs, university officials will need to either scale down their capital improvement
projects or investigate alternative sources of financial capital (Hennigan, 1995; Stainback,
2000). Stainback (2000) explains:

Over the last 25 yearsor o, ...university...officials have begun to realize that the

traditional methods of financing and delivering needed facilities and catalytic

commercia projects may not always be the most effective methods. Previously,
there was increasing pressure to reduce the amount of public funds required to
finance the desired buildings and redevelopment areas...[This pressure was]
compounded by the taxpayer revolt of the 1980s and 1990s.

Prior to the 1980s, public officials simply raised taxes or created new taxesin
order to finance new government projects (Stainback, 2000). Colleges and universities
either received sufficient state appropriations for new facilities or financed their capital
projects with a combination of cash reserves, gifts, and tax-exempt debt (Hennigan,
1995). However, in the early 1980s, states slowed their capital project appropriationsin
response to taxpayer resistance (Stainback, 2000). At the same time, demand for state-of-
the-art science and technology facilities and building maintenance requirements
intensified universities' capital needs. Both public and private universities had difficulty
raising the capital they required to finance their facility projects (Hennigan, 1995). Thus,
government officials earnestly started investigating alternative ways, including debt
service, to finance and deliver services and facilities (Stainback, 2000).

In the future, public university systems, because of competing demands from vital
state services for operating funds, will be forced to rely on proceeds from the sale of state
genera obligation bonds, state appropriation bonds, or university revenue bonds to fund
future facilities projects (Hennigan, 1995). Further, the growing demand for fiscal
accountability will require university officialsto justify their investment expenditures and
control their capital costs. In order to make the most responsible investmentsin a
particular facility, university officials must carefully predict the effective life span of the

1



investment, accurately estimate future cash flows from the facility, manage financial and
operational risk, and minimize the cost of capital.

Context of study

The context of this study is residential conference centers affiliated with
American universities or colleges. According to the International Association of
Conference Centers (IACC) and PKF Consulting (1998), nearly one-quarter (24.1%) of
the nation’s conference centers are classified as college/university conference centers.
These conference centers tend to be smaller than executive, resort, or corporate
conference centers, averaging 58 overnight guest rooms and ten meeting rooms. In most
cases, these conference centers are developed to fulfill the demand for lodging or meeting
facilities on college or university campuses. In fact, over two-thirds (67.5%) of
college/university conference center room occupancy is attributed to conference
attendees while the remainder (32.5%) is attributed to social or transient guests.

In addition to providing necessary meeting and lodging facilities on college and
university campuses, college/university conference centers possess the potential to yield
several social and financial benefits. First, university conference centers can revitalize
and increase economic returns on assets that otherwise may have remained idle. Further,
the conference centers have the ability to generate both non-tax income and tax revenue.
Non-tax income may come from land lease payments or from a percentage of the
facility’ s operating proceeds. Tax revenues may come from the property taxes of
commercially developed land or leaseholds or from other applicable taxes like hotel
occupancy and salestaxes. Additionally, projects that create jobs increase employees
personal incomes, therefore increasing income tax revenues.

While university conference center projects yield financial and functional
benefits, they also have the ability to facilitate educational gains. For instance, several
universities across the country offer hospitality programs whose curricula are integrated
with their on-campus hotel, restaurant, or conference facilities. Studentsin these
programs can gain valuable work experience in arealistic workplace environment.

Despite the advantages to opening a conference center, many public universities
and private colleges/universities that are interested in devel oping hotels or conference
centers do not possess the financial capital to invest in such projects. In addition, state
budgets discourage capital improvement projects. Thus, university officials must finance
their projects with various sources and combinations of debt and equity that range from
federal grantsto government bonds to private equity. For instance, in 1997, the
University of Cincinnati avoided requesting money from the state budget by obtaining
debt financing from a bank (Selingo, 1997). In contrast, the L ouisiana State Bond
Commission gave preliminary approval in July 1999 to $8 million in authority bonds for
Louisiana State University to spend on construction of a hotel and conference center on
its Baton Rouge campus (Anderson, 1999). More recently, in October 2000, the city of
Oak Ridge, Tennessee received a$1 million federal grant to help fund a science and



technology conference center. This conference center likely will be built on the city’s
downtown Oak Ridge University campus (Fowler, 2000).

Problem statement

The capacity of university or college officials to obtain financing for a conference
center development largely depends on their ability to value and manage the future
project. Valuing and managing the project encompasses (1) estimating future cash flows
over the project’slife cycle, (2) determining an appropriate cost of financial capital, (3)
assessing and managing operational and financial risk, and (4) investing in the
appropriate materials and resources. Unfortunately, the body of knowledge regarding the
valuation and project management of university conference centersis underdeveloped in
both academic and trade literature. With the growing fiscal responsibilities being placed
on university officias, accessible information and knowledge regarding the valuation and
development of college/university capital projectsisurgent. This study explores the state
of project valuation and management and adds to the body of knowledge regarding
university conference centers.

THEORETICAL UNDERPINNINGS

The basic goal behind any investment decision isto create value for the investors.
In the case of college/university projects, investors might include debt holders
(bondholders or banks), debt issuers (the state or university), equity investors (donors,
alumni), and faculty or students (whose tuition and fees might go toward financing
projects). Creating value for investors means investing in assets or projects that are
worth more than they cost. Essentially, the difference between a project’ s value and its
cost isknown asits net present value. An organization’s managers can maximize the
organization’s value by investing in assets or projects that constitute a positive net
present value (Brealey, Myers, & Marcus, 1999; Ross, Westerfield, & Jordan, 2000).

Discounted Cash Flow analysis

Investment decisions (also known as capital budgeting decisions) often are made
using Discounted Cash Flow (DCF) valuation (Brealey, et al., 1999; Copeland, Koller, &
Murrin, 1996; Ross, et al., 2000). DCF analysisinvolves forecasting future cash flows
and calculating their present value at arate that reflects the riskiness of the cash flows.
By subtracting the amount of the initial investment from the present value of future cash
flows, amanager can arrive at an estimate of the investment’s net present value:



n
Net Present Value = 3] (Future Value of Cash Flows) = (1+r)] — Initial investment,
t=1

where r = the appropriate interest rate (also known as discount rate) used to compute the
present value of future cash flows. Thisrate takes into account the time value
of money and the riskiness of the investment.

and n=time; the number of periods representing the effective life span of the
investment

From the paucity of academic and trade literature on university conference center
development, the extent to which university officials use discounted cash flow analysis
with the net present value decision rule to make investments regarding conference
centers, if they useit at all, isunclear. However, the traditional objectives of higher
education: teaching, research, and public service (Davie & Duncombe, 1972; Kaiser,
1995) often conflict with financial principles. All college and university planning
decisionsinvolve subjective discretion and institutional values (Hopkins & Massy, 1981),
which do not fit into the discounted cash flow model. Massy (1995) writes, “Institutions
that do not have endowments must often base their decisions on economics rather than
academics [emphasis added]. Institutions with endowments can weigh academic
priorities more strongly,” suggesting that economic priorities and academic priorities
inherently differ.

Research structure: The Four Pillars of Project Vauation and Management

The purpose of this study was to examine the extent to which university officials
use the discounted cash flow/net present value model to make investment decisions
regarding conference center development projects. The primary outcome was a
framework of the valuation and management process that university officials employ in
the development of conference centers. The “Four Pillars” of project valuation and
management, encompassing the components of the discounted cash flow/net present
value approach, became the structure that guided the investigation. A brief narration of
the Four Pillarsin this section is followed by a more-detailed discussion in Chapter Two.

The Four Pillarsof Project Valuation and M anagement:
Estimate cash flows over life cycle of project
Determine the project’s cost of capital
|dentify and manage risk issues
The investment(s)




Pillar One: Estimate cash flows over the life cycle of the project

Life cycle concept

In the corporate world and in the university/college setting, investments have
finite lives (Olsen, West, & Tse, 1998). Thelife cycle of an investment begins with its
inception, moves through a phase of growth, then reaches maturity. Following maturity,
the investment may decline or become obsolete. Unlike human life spans, however, an
organization’s managers can extend the life cycle of an investment with future-oriented
planning and management.

Cash flows, timing, and operational risk

Underlying every strategic capital investment is the expectation of a desired
return, which offsets inflation and compensates the investor for risk. The phenomenon of
inflation often isrelated to the time value of money, suggesting that a dollar today is
worth more than a dollar in the future. Because of the time value of money, an investor is
better off by receiving a dollar today and placing it in an investment (like a savings
account) than sheis by receiving the dollar tomorrow and foregoing the investment
returns. This concept also implies that an investor would rather have high returns early,
rather than late, in the investment life cycle.

The variance in cash flows over the life cycle of a particular investment is termed
its operational risk. A large variation in cash flows resultsin a high-risk investment,
which requires higher returns by investors. Managers can assess this operational risk by
researching their organization’'s competitive position in itsindustry and forecasting future
cash flows accurately.

Link to Net Present Value formula

Pillar One, estimating cash flows over the life cycle of the investment, is related
to the Net Present Vaue formulain several ways. First, the estimation of cash flows goes
directly into the present value of cash flows and initial investment components of the
formula. The operational risk involved in the cash flowsis captured in the projected
variance in cash flows. The estimated length of the investment’slife is encompassed in
the superscript t, which is the number of periods used to discount the cash flow. The
relationship between Pillar One and the Net Present Value formulais summarized in
Table 1.1.



Table 1.1. Relationshipsamong the Four Pillars of project valuation and
management and the Net Present Value Formula.

One | Estimate cash flows over life cycle of project | « Number of periods (t),

» Future value of cash flows
» Initial investment

Two | Determine cost of capital » Discount rate (r),

» Debt/equity mix
(structure)

Three | Identify and manage risk issues » Accuracy of cash flow
projections (forecasting
risk),

» Debt/equity mix (financial
leverage),

» Fixed/variable cost mix
(operating leverage),
» Discount rate (r)

Four | Theinvestment Cash flow projections,
Life cycle of
investment (t)

Pillar Two: Determine the project’s cost of capital

In the most basic sense, aproject’s cost of capital isthe rate of return it must
produce in order to offset inflation and provide an adequate rate of return to investors for
therisk that they incur. This cost of capital is often referred to as the hurdle rate or
discount rate that the investment must achieve. In many cases, organizations estimate
their cost of capital as aweighted-average cost of debt and equity. This Weighted-
Average Cost of Capital (WACC) reflects the financial structure of the organization, that
is, the mix of debt and equity that the organization uses to finance its investments.
Determining the project’s cost of capital goes hand-in-hand with assessing and managing
risk issues, which is Pillar Three of the project valuation and management framework.

Link to Net Present Value formula

AsTable 1.1 shows, Pillar Two, determining the project’s cost of capital, is
reflected in the discount rate (r) of the Net Present Value formula. This discount rate,
often calculated as a weighted-average cost of debt and equity, represents the project’s
capital structure aswell.



Pillar Three: Identify and manage risk issues

Asmentioned earlier, risk is the variance in cash flows associated with a
particular investment. Investments with large cash flow variance are considered to be
high-risk investments, while investments with small cash flow variance are considered to
be low-risk investments. Risk-averse investors require compensation for the risks
accompanying investments that result in additional cash flow variance. This need for
compensation isreflected in investors' required rates of return and, thus, in the
organization’s cost of capital. The organization’s financial managers must constantly
identify and manage risk issuesin order to determine and reduce the organization’ s cost
of capital.

Link to Net Present Value formula

Like Pillar Two, Pillar Three, identifying and managing risk issues, is represented
by the discount rate (r) in the Net Present Value formula. This discount rate reflects a
risk-free rate of return as well as arisk premium placed on the project’s cost of capital.
The discount rate takes into account financial leverage issues, while the structure and
accuracy of cash flow projections consider operating leverage and forecasting risk.
These relationships are summarized in Table 1.1.

Pillar Four: The investment

Developing a project involves two strategic decisions: the financing decision and
the investment decision. Basically, the financing decision determines how to raise the
money to pay for real assets (Brealey, et al., 1999). This decision involves obtaining debt
and equity capital to achieve an appropriate capital structure and selecting a suitable risk
management strategy. Thisdecision is represented in Pillars Two and Three of the
project valuation and management framework. The investment decision, also known as
the capital budgeting decision, establishes which real assets the organization should
acquire (Brealey, et al., 1999). During this decision, the organization’s managers
determine the design and engineering requirements of afacility, evaluate the life and
quality of potential investment materials, and ascertain the capital outlay required for the
investment.

Link to Net Present Vaue formula

Actions taken during the investment decision (Pillar Four) are reflected in the
cash flow projections (future value of cash flows, initial investment) and the life cycle of
the investment (t) of the Net Present Value calculation. When doing research on the
appropriate materials and processes to use in project devel opment, the organization’s
managers will determine the effective life span of project materials and estimate how
much capital outlay the project will require. Thisrelationship is shown briefly in Table
1.1.



Research framework

The Four Pillars of project valuation and management were chosen as a research
framework because they represent the actions and decisions involved in doing a
comprehensive discounted cash flow/net present value project analysis. Prior to this
study, the extent to which university planners use this type of framework in conference
center development decisions was not known. Nevertheless, anecdotal evidence
(Hennigan, 1995; Stainback, 2000) suggests that university officials will need to become
conversant on these principlesin order to obtain funding for their facility projects.

Research questions

The foregoing discussion lays the groundwork for thisinvestigation, reflecting
that the purpose of this investigation was to explore the nature of conference center
financing and investment decisions among America' s colleges and universities. To guide
the direction of this study, several research questions were established:

Overall research question:  How do university officials make conference center
investment decisions based on the four pillars of project
valuation and management?

Resear ch question 1: How do university officials estimate the future cash flows of their
conference center investments?

Resear ch question 2: How do university officials determine an appropriate cost of
capital for conference center projects?

Resear ch question 3: How do university officials identify and manage risk issues with
regard to developing conference centers?

Resear ch question 4: How do university officials determine the appropriate investments
in materials and other resources when developing conference
center projects?

METHODOLOGY AND PROCEDURE

To answer the research questions posed by this study, the investigation followed a
multiple-case study format, in which officials at five universities were interviewed about
their universities conference center projects. Two people at each university were
interviewed. Exceptionsinclude University A, where three people were interviewed and
University C, where only one person was interviewed. 1n addition, written documents
like feasibility studies, requests for proposals, and pro forma financial statements were
collected from each university to give the researcher a complete understanding of the
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dynamics of each university’s conference center financing decisions. More information
about the methodology used and the participants involved in this study appear in Chapter
Three of this document.

Selection of cases

The universities chosen for participation in this study were selected for their
proximity to VirginiaTech. Each of the five universities, representing both the private
sector and the public sector, islocated within a 300-mile radius of Blacksburg, Virginia.
The case studies represent hotel conference centers located in rural, suburban, and urban
areas. All of the participating university hotel conference centers are considered
residential conference centers; that is, they all have lodging facilities on site. However,
their operational structures vary from self-operation to external management without a
flag to external management with aflag.

Reliability and validity

Reliability and validity in research design allow the researcher and the reader to
put faith in astudy’ s results and conclusions (Kerlinger, 1965). To insure reliability of
results, this study developed a case study protocol and a case study database (Yin, 1994).
Further, to promote validity, the study used multiple sources of evidence, developed a
chain of evidence, and employed replication logic in the selection of cases (Yin, 1994).
Greater discussion on reliability and validity appears in Chapter Three, the methodology
section of this document.

LIMITATIONS

The primary threats to the validity and reliability of this study are related to time
and money constraints. Supported by limited resources, the study investigated the
financing decisions of university conference centers located within aday’s drive of
Blacksburg, Virginia While the five universitiesincluded in the study were able to
satisfy theoretical and literal replication logic, other potentially interesting universities
outside a 300-mile radius were not included. Additional limitations include those
inherent to case study research: no basis for statistical generalization, volumes of
information, respondent bias, and researcher bias. A detailed discussion of this study’s
limitations appears in Chapter Five of thisreport.

SUMMARY

When college or university |eaders decide to develop aresidential conference
center to fulfill ademand for meeting and lodging space on campus, to meet the
organization’s need for continuing education facilities, or for some other reason, they
must value and manage the project in away that garners support and gains funding. They



need to examine four distinct components of the conference center project: (1) cash flow
forecasts, (2) cost of capital, (3) risk, and (4) investment materials. In this study, these
four components are referred to as the Four Pillars of project valuation and management.

Asthe next chapter will show, the contemporary nature of conference center
development on college and university campuses in the United States has fostered very
little research or other writing on the subject. Thus, any research done on the topic at this
time must take an exploratory approach. An exploratory study can employ a number of
research designs including experiments, surveys, archival analyses, or case studies (Yin,
1994) to answer the investigator’ s research questions. However, only the case study
design is equipped to address the complex, evolving nature of college and university
financial decision-making processes. Following aliterature review in Chapter Two,
Chapter Three provides additional support for the case study method and presents
working details on this study’ s research design. Chapter Four exposes the results of the
multiple-case study, while Chapter Five concludes with discussion of the results and
recommendations for application and future research.
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Two: Literature Review

INTRODUCTION

Without direct evidence documenting college or university conference center
development decisions, this study must surmise certain relationships based on several
loosely related bodies of knowledge. Drawing from strategic management, corporate
finance, public finance, and public administration literature, this chapter establishes the
applicability of the four-pillar research framework to college and university conference
center investment decisions. However, because this research is exploratory, the study
does not hypothesize any specific responses expected from interviews or document
analyses.

Thisinvestigation seeks to uncover the important factors that college and
university officials examine when considering residential conference center investments.
The factors, conversations, and decisions regarding conference center development are
highly contextual. This means that the decisions may vary from the corporate sector to
the government sector, from private colleges to public universities, and from institution to
ingtitution. Again, with little literature regarding college or university conference center
investment decisions from which to draw, this study relied on severa other related bodies
of knowledge to guide the investigation. Those bodies of literature dealt primarily with
the private sector, but represented the public sector somewhat. Therefore, it isimportant
to note the differences between private sector financial decisions and public sector
financial decisions. First, the missions or goals guiding public institutions often differ
from those guiding private firms. While private firms generally are guided by financial
or economic strategies, public institutions frequently are guided by service-oriented
goas. Thisinherently makes the financial orientations of the two sectors vastly different.
Second, the avenues available to each sector for raising capital funds vary somewhat.
Because of certain tax exemptions, public sector institutions often can raise funds at a
lower cost of capital than private companies. However, because they do not sell equity
securities, public institutions raise non-debt capital in ways private organizations do not.
For instance, public organizations can accept charitable donations to the advantage of the
donor whereas private companies cannot. Therefore, the capital structures and capital
costs of private institutions and public institutions can be very different. Because
academia encompasses both public and private institutions, these financial issues apply to
colleges and universities.

THEORETICAL UNDERPINNINGS

With the different financial issues between public institutions and private firmsin
mind, the following literature review draws from strategic management, corporate
finance, public finance, and public administration literature to establish atheoretical
framework for thisstudy. The discussion begins with the Co-Alignment Principle, a
strategic management model geared primarily toward private corporations. Nonetheless,
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the way in which the Co-Alignment model fits together with discounted cash flow
analysis and the four-pillar valuation and management framework makes it applicable to
the public sector aswell.

Following an introduction of the Co-Alignment model, the discussion illustrates
how organizations can trand ate strategic principles into value through value drivers and
discounted cash flow analysis. Finaly, the literature review describes the components
making up each pillar of project valuation and management and details the concepts and
variables captured in this study.

Co-Alignment Principle

As mentioned in Chapter One, the basic goal behind any investment decisionisto
create and manage value for the organization. Creating and managing value requires
strategic management, which is the organization’ s ability to align itself properly with
forces driving change in the environment in which it competes. This aignment requires
management to invest in strategies (also known as competitive methods) that yield the
greatest financial value to the organization. To do this, an organization must set up a
capital structure that allocates resources efficiently to the competitive methods that add
the most value over time. When managers correctly identify environmental trends,
develop competitive methods to address those trends, and allocate resources effectively to
the competitive methods, then the organization’s performance will reflect its co-
alignment. Figure x shows the relationship between Environmental Events, Strategy
Choice, Organization Structure, and Organization Performance.

Strategic management begins with an effective environmental scanning program.
Environmental scanning is the process of gathering and synthesizing information about
environmental forces driving change. This scanning effort uncovers opportunities and
threats in the environment as well asidentifies the critical success factors, or minimum
levels of performance that the organization must achieve in order to survivein its
industry. While achieving the critical success factors, the organization must develop
leading competitive methods to maintain a competitive position in the industry. Each
competitive method is a portfolio of products and services that, in combination, add value
to the organization. In order to maintain successful competitive methods, the
organization must invest in unique resources known as core competencies that are
difficult for other firmsto imitate. Together with investment in peripheral competencies,
investment in core competencies makes up the organization structure. The organization
structure represents the allocation of resources to competitive methods identified as a
result of the environmental scanning effort. Managers can measure the effectiveness of
their strategies and the extent of their co-alignment by variables that reflect firm
performance. Known as value drivers, these variables constitute observable measures of
organization value.
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Translating competitive strategy into financial value

In a competitive environment, creating and managing value for an organization
requires more than just investing in assets, projects, or competitive methods that are
worth more than they cost. In order to maximize firm performance, managers must
invest in those things that constitute the highest net present value for the organization.
By using a strategic management framework like the Co-Alignment Principle, managers
can learn how to translate environmental scanning work into financial value.

So far, the discussion in this chapter has focused on the use of the Co-Alignment
Principle as a vehicle to create and manage value for an organization. The term value has
been mentioned in afinancial context, but has not been clearly defined to this point. Asa
concept, financial value is synonymous with net present value, which was introduced in
Chapter One. Essentially, the net present value of an investment is the difference
between its discounted future cash flows and itsinitia cost. The concept of net present
value can be applied to any entity or thing that produces cash flows. Therefore, afirm
has a net present value, an asset has a net present value, a competitive method has a net
present value, a project has a net present value, and so on. The act of estimating the
value of something is known as valuing it; the process of estimating its value isthe
valuation and management process.

Before moving on, it isimportant to note that, in this document, value means
financial value or net present value. However, financial valueis not always the only
value that athing possesses. Thisidea becomes extremely apparent for most people
when they attempt to clean out their attics or garages. Very often, the old, “cruddy” stuff
they find cluttering up their storage space are things they feel a need to keep, not for their
financial benefits, but for their sentimental value. In these situations, the sentimental
value of things often outweighs their financial value. The net present value formulais
quite limited in its dealings with things that possess intangible values in addition to their
financial values. While theorists are working on models to quantify intangible values like
sentimental value, emotiona value, and educational value, those models will not be
included formally in this research framework. However, this study does recognize that,
particularly in the college or university environment, managers must consider a host of
intangible, un-quantifiable benefits and costs when making investment decisions.

Value drivers. Linking qualitative goals to quantitative measurements

Because of its complex nature, an organization cannot act directly on value.
Therefore, it must act on variablesthat it can influence, known as value drivers.
Understanding how value driversimpact the value of the organization is essential for
severa reasons. First, decision-makers cannot affect the value of the business directly;
therefore, they must act on the variables that influence value, such as customer
satisfaction, capital expenditures, or cost of capital. Second, through understanding value
drivers, managers learn to understand the entire organization and to communicate their
expectations about performance (Copeland, et a., 1996). An organization may choose
from among a host of value drivers on which to concentrate. Examples of value drivers
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include cash flow per share, earnings per share, return on assets, return on investment,
customer service (Olsen et a., 1998); value growth duration, sales growth, operating
profit margin, income tax rate, working capital investment, fixed capital investment, cost
of capital (Rappaport, 1998); return on invested capital, net operating profit less adjusted
taxes, free cash flow, and economic profit (Copeland et al., 1996).

Identifying key value drivers, according to Copeland and colleagues (1996), isa
creative process that relies on trial and error. Mechanical approaches based on existing
information and purely financial approaches rarely identify the true key value drivers.
Nonetheless, the practice of identifying value driversis quite developed in the corporate
sector (much more so than in the public sector), yielding a substantial amount of
information on the subject. The value drivers briefly listed in the preceding paragraph
are variables that have been identified by researches and practitionersin the private
sector. Asthereader can see, thislist israther extensive.

Value drivers are categorized into two types: external value drivers and internal
value drivers. External value drivers are those variables in the environment (external to
the organization) that the organization cannot influence, but that affect the organization’s
value. Internal value drivers are those variables affecting value that the organization can
influence directly. For instance, in the quick service food industry, the cost of beef is an
value driver- it isavariable that influences each company’s “bottom line.” However,
because individual companies are not able to control the cost of beef, it is an external
value driver. On the other hand, the price each company charges for a hamburger is an
internal value driver, because it is avariable that each company can control.

Business experts identify value drivers that impact nearly every organization.
Examples of external value driversinclude income tax rate, labor costs, and other input
costs. Examples of internal value driversinclude operating profit margin, working
capital investment, forecast duration (Rappaport, 1998); return on invested capital, free
cash flow, economic profit (Copeland, et a., 1996); cash flow per share, return on assets,
return on investment, and customer service (Olsen, et a., 1998). The cost of capital acts
like an external value driver and an internal value driver because it comprises both
controllable (actual returns, risk features of the organization) and uncontrollable (required
rate of return, risk features of the market) components.

Unfortunately, little has been articulated regarding value drivers for the public
sector. In theory, senior administrators in the college or university environment should
understand the university’ s operating context and communicate their performance
expectations based on value drivers. Thus, the value drivers must be developed and
articulated down to the level of detail that aligns each value driver with decision variables
directly under the control of lower-level managers (Copeland, et a., 1996). However,
little literature or instruction guides this way of thinking in the university sector. With
the tri-partite mission of teaching, research, and outreach, educational institutions have
seemed to address value drivers that measure those goals. Traditional value drivers are
new knowledge creation, student body growth, outreach program growth, faculty output,
or continuing education. Nonetheless, in today’ s economic environment, modern
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colleges and universities will need to begin addressing financial value driverslike free
cash flow and cost of capital in addition to and in concert with the traditional value
drivers.

Trandating value driversinto value: A framework for valuing investments

Luehrman (1997b) indicates that the way an organization estimates and manages
valueisacritical determinant of how it allocates its resources. Allocation of resources to
competitive methods, asillustrated by the Co-Alignment Principle, isakey driver of the
company’s overall value (Luehrman, 1997b; Olsen, et al., 1998). Ultimately, DCF
analysis, with its resultant net present value figure, guides the organization’s strategy
choice and resource allocation. In the most basic use of the net present value calculation,
an organization will consider investing in one project or strategy. Management will use
NPV asthe criterion to invest or not. If the calculated NPV is greater than zero, they will
go ahead with the investment. If the NPV islessthan or equal to zero, they will choose
not to invest in the project. However, in amore-comprehensive net present value
analysis, the organization will consider several investment options and choose the
investment with the greatest net present value. In either case, the DCF/NPV analysisis
the criterion employed to select a particular strategy.

As mentioned in Chapter One, discounted cash flow valuation involves
forecasting future cash flows and calculating their present value at arate that reflects the
riskiness of the cash flows (Brealey, et al., 1999; Copeland, et al., 1996; Ross, et dl.,
2000). By subtracting the amount of theinitia investment from the present value of
future cash flows, a manager can arrive at an estimate of the investment’ s net present
value. A reprise of the net present value formulafollows:

Net Present Value = Future Value of Cash Flows =+ (1+r)"' — Initial investment,
where r = the appropriate interest rate (also known as discount rate) used to compute the
present value of future cash flows. Thisrate takes into account the time value
of money and the riskiness of the investment.
and t=time; the number of periods representing the effective life span of the
investment

Discounted cash flow analysis spans all four steps of the Co-Alignment strategic
management model. In order to estimate future cash flows accurately over the life of an
investment, management must understand the forces that drive change for the
organization. This comprehension follows an extensive environmental scanning effort,
which reduces operational and financial risk. With sophisticated knowledge of the
environment and the organization, management can predict accurately the effects of
environmental forces on operations, reducing the potential variation in future cash flows.
Moreover, management’ s comprehensive awareness of the organization’s context and its
confidence in future cash flow streams will decrease debt and equity investors
perception of risk, reducing their required returns. This effects alower hurdle rate and
cost of capital (“r” inthe Net Present Value formula) for the organization.
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According to Copeland, et al. (1996), the appropriate “ discount rate applied to
free cash flow should reflect the opportunity cost to all the capital providers weighted by
their relative contribution to the company’ stotal capital.” This Weighted-Average Cost
of Capital (WACC) reflects an organization’s debt/equity mix. The relative proportion of
debt and equity isreferred to in the Co-Alignment model as the organization structure or
capital structure. The capital structure is manifested in the discount rate (“r”) used to
calculate net present value in the discounted cash flow analysis. In fact, many
organizations use the Weighted-Average Cost of Capital value as the discount rate. The
WACC formulais (Ross, et a., 2000):

WACC = Ry(1-T)(D/IV) + R(E/V),
where R, = required return on debt;
T, = corporate tax rate;
D = the organization’s market value of debt (market price per bond times the
number of bonds outstanding);
R. = required return on equity;
E = the organization’s market value of equity (number of shares outstanding times
the price per share);
and V= the combined market value of debt and equity (E + D)

Perhaps one of the hardest elements of the WACC formulato estimate is the
required return on equity. The Capital Asset Pricing Model (CAPM), depicted
subsequently, attempts to quantify the cost of equity (Ross, et a., 2000).

Capital Asset Pricing Model:
E(R) = R+ [E(R,) —R](b)
where E(R) = future expected return on the risky investment i;
R; = the risk-free rate of return, which captures the pure time value of money.
This rate represents the returns to be received without taking on any risk;
[E(R)-R] = the market risk premium, which is the reward for bearing the
systematic risk presented by the equity market;
and b, = the beta coefficient, which measures the risk premium placed on investment i.
Betais the amount of systematic risk present in investment i relative to that
present in an average risky asset.

The Capital Asset Pricing Model is an equation that primarily directs the
valuation and management of corporate assets. However, it illustrates the enormous
influence that risk has on the cost of equity in both the private and public sectors. Not
only does the “risk-free” rate incorporate inflation risk, but the market risk premium and
the beta coefficient also embody systematic risk. Understanding the organization’s
competitive operating environment and investing in value-adding competitive methods
can reducerisk in all forms. Managers must fully grasp the relationship between
environmental scanning and risk, as risk perception penetrates and influences the entire
strategic management process.
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The “Four Pillars” of valuation and management as a discounted cash flow framework

In Chapter One, the discussion of theoretical underpinnings guiding this study
briefly described the “Four Pillars’ of project valuation and management and connected
them to the Discounted Cash Flow/Net Present Vaue analysis approach to project
valuation and management. The bulk of the current chapter disaggregates the
components of each pillar and discusses each component in detail. It isimportant for the
reader to recognize several things about the four pillars of project valuation and
management. First, the four pillars constitute a framework within which capital
budgeting decision-makers can operate. Despite the apparent simplicity of the
framework, the strategic planning processis extremely complex. Every estimate,
calculation, and decision made during the planning process involves uncertainty and skill.
Further, the four-pillar framework is not a step-by-step recipe that, if followed in
sequence, will guarantee strategic success. Even though the pillars are listed here as four
distinct components of the capital budgeting process, they must be approached
simultaneously, rather than separately or sequentially. Finally, while mentioned
primarily asthe four pillars of project valuation and management, this framework is not
[imited to valuing and managing projects. It can be applied to anything that has financial
value: projects, assets, firms, and competitive methods, to name a few.

The foundation underlying all four pillars is the environmental scanning process,
which results in an understanding of the organization’s operating environment. By
scanning and understanding environmental events, the organization’s managers will
exhibit less uncertainty about the future. The environmental scanning effort may even
allow them to “predict” future eventsto an extent. The greater their understanding of the
environment is, the more accurate their cash flow projections, the lower their risk, and the
smaller their cost of capital will be.

Environmental eventsin the university conference center industry

Recent years have seen intense development in the university conference center
industry. The demand for meeting facilities by faculty, continuing education
departments, and other organizations has fueled the need for lodging and meeting space
on university campuses. Colleges and universities have become prime targets for
conference center devel opment because they often possess precious land and adaptive
buildings and they frequently have the ability to obtain relatively inexpensive
development funding. In thelast few years, severa national hotel chains (Hilton,
Doubletree, Marriott, Sodexho, and Benchmark) have recognized the benefits of
partnering with colleges and universities and have begun targeting them for conference
center development. Thistrend has resulted in endless permutations of ownership and
management structures (D. A. Smith, personal communication, March 24, 2001):

* Ownership and operation by college/university (called “ self-operation™)

» Ownership by college/university, operation by external company

e Variations:

» University operates hotel, external company operates conference center
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* External company owns and operates hotel adjacent to self-operated
university conference center.

The choice between external and internal management of a conference center is
an emotional one for universities. External management represents a new culture and
loss of operational control for the university. However, higher operating costs for the
public sector and lack of core competencies in conference center operation often
influence university officialsto opt for externa management. Nevertheless, that type of
decision is backed by some sort of understanding of the university’s needs within an
environmental context. The better the environmental scanning processis, the more
appropriate those decisions will be.

The Four Pillarsof Project Valuation and Management:
1. Estimate cash flows over life cycle of project
2. Determine the project’s cost of capital
3. ldentify and manage risk issues
4. Theinvestment(s)

Pillar One: Estimate cash flows over the life cycle of the project

Thefirst pillar of project valuation, estimating cash flows over the life cycle of the
project, encompasses several concepts in addition to cash flow forecasting and life cycle
determination. First of all, the life span of an investment and its corresponding cash
flows are directly related to the organization’s competitive position it itsindustry. Its
competitive position depends on its ability to scan the environment, achieve industry
critical success factors, and invest in industry-leading competitive methods. With a
strong competitive position, the organization will be able to sustain positive cash flows
for alonger life than afirm with aweaker competitive position will. Thus, the quality of
cash flow forecasts and expected value analyses are dependent upon managers' ability to
assess the organization’s competitive position in the industry. Each of the components of
Pillar One mentioned here are listed in the following dialog box and explained further
throughout this section.

Pillar One Components

Competitive position
Critical success factors
Lifecycle
Cash flow forecast
Expected value analysis
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Competitive position

Quite simply, an organization’s competitive position refers to its performance
relative to other organizations in itsindustry and segment. In order to maintain a position
with competitive advantage, the organization must develop unique skills and resources
that allow it to build competitive methods that are better than its competitors products
and services. When the organization is able to prevent competitors from duplicating its
competitive methods easily, it has achieved sustainable competitive advantage (Olsen et
al., 1998). Competitive advantages can come from providing superior value to the
customer through a combination of product price and quality characteristics, achieving
lower costs than competitors, and/or utilizing capital more productively than competitors
(Copeland, et al., 1996).

Without the dynamics of competitive advantage, organizations would need to
provide returns only equal to their cost of capital (Copeland, et al., 1996). This might
seem to be the case among American colleges and universities whose competition occurs
more in the academic realm than in the financial realm. However, with the increasing
mobility of financial capital across geographic and temporal borders, today’ s colleges and
universities will find themselves competing in rapidly changing financial markets
(Hennigan, 1995). Thiswill require them to add financial goals to their traditional
missions.

Critical success factors

The way in which an individual organization within any industry addresses its
internal and external value drivers will determine its success in the market. Individual
organizations may create different strategy formulas to address the same value drivers.
However, there are certain minimum standards that each organization must achievein
order to remain in the industry. Those minimum standards are known as critical success
factors. For example, in the hotel industry, each hotel must provide a certain amount and
level of amenitiesin itsrooms. A bed (or two); atelephone, atelevision; and a clean
bathroom with running water, toilet, shower/bathtub, and sink are critical success factors
for hotels- all hotel rooms must have them. Further, those items must be clean and in
good repair. The skills, resources, and processes that each hotel develops to achieve
those critical success factors are known as peripheral competencies. However, the extent
to which a hotel can develop unique skills, resources, and processes known as core
competencies to make its critical success factors better than its competitors’ may
constitute a competitive advantage. For instance, Four Points has attempted to transform
its hotels' pillows, a critical success factor, into a competitive advantage by offering
larger pillows. The company appeals to its target market by suggesting in its
advertisements that its customers need large pillows because they are smarter (and,
therefore, have larger heads) than the average traveler.

Critical success factorsin any industry essentially represent fixed cost
investments for each organization. Because each critical success factor constitutes a
necessary, minimum level of investment, the expenses associated with it act as“ sunk”
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Growth

costs. Further, since critical success factors do not produce any competitive advantage,
they do not generate additional, incremental cash flows. Acting as fixed investments,
critical success factors work to increase the operating leverage of an organization. Ina
mature industry (like the hospitality industry) characterized by arelatively large number
of critical success factors, finding competitive methods that sustain high incremental cash
flows over along life span is difficult.

Literature on critical success factors of university conference centersisvirtually
non-existent. One of the goals of this project isto discover what those critical success
factors are.

Lifecycle

According to the Co-Alignment Principle, “if firms are to continue to add value,
management must understand the concept of life cycle” (Olsen et ., 1998). Shown
pictoridly in Figure 2.1, this concept suggests that organizations, competitive methods,
and assets have finitelives. The life cycle begins with the inception of an asset,
competitive method, or organization and moves through the growth phase to maturity.
Following maturity, the entity may decline or become obsolete. Unlike human life spans,
however, organization managers can extend the life cycles of these entities with future-
oriented planning and management. This requiresidentifying significant forcesin the
environment driving change for the organization and allocating resources to competitive
methods that align the organization with those forces driving change.

Industry Life Cycle

Competitive Methods Life Cycles

Organization Life Cycles

Time

Figure2.1. Industry, organization, and competitive methods life cycles. Adapted
from Olsen, West, and Tse, 1998.
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When considering an investment, an organization’s managers first must estimate
the effective life span of the investment and then must forecast cash flows over the
investment’s life. A common approach to this task is to make the forecast period aslong
as sustainabl e rates of return above the organization’s cost of capital are expected. The
terminal horizon of the life span estimate is the point at which the cash flows reach a
steady state or act like a perpetuity (Copeland, et al., 1996; Leuhrman, 1997a; Rappaport,
1998).

Cash flow forecasts and expected value analyses

The traditional introductory Finance textbook discusses most of the concepts
presented in this chapter. Amid discussions of risk and returns, the typical textbook
introduces, explains, and makes operational the net present value approach to the
discounted cash flow methodology. At the introductory level, the student is furnished
with the appropriate numbers to “plug in” to the net present value formula. Outside the
academic environment, however, the former student must learn how to estimate periodic
cash flows and the appropriate discount rate. Because the cash flow forecaster must
predict and manage these values in an uncertain environment, his/or projections embody
some risk.

As mentioned earlier, the concept of risk permeates every stage of the capital
budgeting process and every component of the four-pillar valuation and management
framework. Certainly, employing a thorough environmental scanning program can
reduce risk. However, even the best environmental scanning operation cannot predict the
future with one hundred percent accuracy. Thus, al cash flow projections feature a
degree of forecasting risk, that is, the chance that actual cash flowswill vary from the
projected cash flows. A good environmental scanning process will effect low forecasting
risk. However, as mentioned earlier in Chapter One and later in this chapter, operating
leverage al so influences forecasting risk (the higher the operating leverage, the higher the
forecasting risk).

In attempts to reduce the uncertainty involved in cash flow projections, severa
forecasting frameworks have arisen. Luehrman (1997b) describes the nature of cash flow
projection methodologies:

Some [discounted cash flow] methodologies are formal, comprising theory and

model; others are informal, operating by ad hoc rules of thumb. Some are applied

explicitly, and othersimplicitly. They may be personalized by individual
executives styles and tastes or institutionalized in a system with procedures and
manuals.

Luehrman (1997b) indicates a clear trend in the business world toward methods
that are more formal, explicit, and institutionalized. Several of the formalized procedures
for projecting cash flows, specifically the demand-driven forecast and the balance sheet-
income statement forecast, follow.
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Demand-driven forecast

Perhaps the most common approach is the demand-driven forecast, which begins
with sales. Sales forecasts then drive most other variables, such as expenses, working
capital, and operating profit margin (Copeland, et al., 1996; Rappaport, 1998; Rushmore,
1990). The demand-driven cash flow forecast uses aformulathat looks like this
(Rappaport, 1998):

Cash flow equals:
[(Salesin prior year)(1 + Sales growth rate)(Operating profit margin)(1 — Cash income
tax rate)] — [(Incremental fixed capital investment + Incremental working capital
investment)]

After each year’ s cash flows have been estimated, they then are discounted at the
appropriate cost of capital to compute present value.

In the hotel industry, the build-up cover approach and the fixed and variable
component approach are demand-driven forecasts that are based on the total number of
covers a property is expected to sell (Rushmore, 1990). In the build-up cover approach,
food revenues are forecasted by multiplying the total number of expected covers sold by
the estimated average check amount. This approach can project demand by analyzing
either lodging or restaurant activity. It isinfluenced by the number of outlets,
management expertise, market orientation of each outlet, competitive environment,
proximity to demand generators, and market segmentation of the hotel.

The fixed and variable component approach is based on the anticipated
relationship of food revenue to room revenue and the anticipated relationship of beverage
revenue to food revenue. It depends on data from adirectly comparable hotel. Itis
calculated by multiplying the projected occupancy rate by the forecasted average room
rate, then multiplying by 365 days (Rushmore, 1990).

| ncome statement-bal ance sheet forecast

Copeland, et a. (1996) and Luehrman (1997a) argue that the best estimation
structure begins with an integrated income statement and balance sheet forecast.
Copeland, et al. (1996) suggest beginning with a solid grasp of historical valuation
variables, then forecasting individual income statement and bal ance sheet items based on
performance scenarios. In this model, the line items then are used to forecast free cash
flow, return on invested capital, and other value drivers. Luehrman (1997a, 1997b), who
supports the Adjusted Present Va ue approach to project valuation and management,
contends that cash flows from operations and cash flows from financing must be
separated and discounted separately. However, he maintains that cash flow forecasts
should be structured from income statement and balance sheet items. No matter which
approach is used, the projections should consist of expected incremental cash flows.
Incremental cash flows show the difference between the organization’ s future cash flows
with the project and those without the project (Ross, et al., 2000).
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Expected value analysis

“Forecasting financial performance is at best an educated guess; the best we can
do is narrow down the range of likely future performance,” instruct Copeland, et al.
(1996). When forecasting cash flows and assessing risk, an organization’ s managers can
evaluate the impact of various environmental events on investment returns using an
expected value analysis (Olsen, et al., 1998). Table 2.1 illustrates this process,
determining the expected value of cash flows for an investment. In this particular
example, the effects of weather on an outdoor swimming area’ s revenues are evaluated.

Column one of Table 2.1 shows arange of possible weather conditions for the
designated period (in this case, Period 1 isthe first year of the investment). Weather
conditions range from hot to low temperatures and from high to low precipitation. Based
on experience in the outdoor recreation industry, the manager predicted the effects that
each level of weather conditions would have on revenues, shown in column two. Then,
guided by long-range weather forecasts, the manager estimated the probability that each
condition would occur (column three). Next, the manager multiplied the expected
revenues in column two by the corresponding probability estimates in column three to
derive apreliminary expected value from each weather event (column four). These
values essentially are revenue estimates weighted by the probability of each possible
event (Copeland, et al., 1996). Finally, the manager added all of the preliminary
expected values together to arrive at an average expected value, shown in column five.
Based on this analysis, the expected value of $8,455.26 is the best estimate of actual
future revenues.

Table 2.1. Expected value of swimming area revenues based on weather conditions.

Weather Conditions Probability Preliminary Average
Expected Value Expected Value
Hot temperatures $ 954417 15% $ 1,431.62
Mid temperatures $ 8,676.52 30%)| $ 2,602.95
Low temperatures $ 7,635.33 55% $ 4,199.43
Total: $ 8,234.01
Low precipitation $ 954417 25%)| $ 2,386.04
Medium precipitation $ 8,676.52 63% $ 5,422.82
High precipitation $ 694121 13% $  867.65
Total: $ 8,676.52 $ 8,455.26

The expected value analysisis not limited to weather conditions or swimming
revenues. It isdesigned to evaluate the effects of any scenario (economic conditions,
e.g.) on various value drivers (revenues, expenses, return on equity, risk premium, e.g.).
The accuracy of the calculation requires a comprehensive set of assumptions about how
the future may evolve and how particular scenarios can affect the organization’ s financial
performance (Copeland, et al., 1996).
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Pillar Two: Determine the project’s cost of capital

Some of the costs of investing in a project are represented in the cash flow
component of Pillar One. Those operational or outlay costs, known as expenses, are
incorporated into cash flow forecasts. However, another type of cost is associated with
each capital investment: the cost of financing the project. With large investments, it
typically is neither smart nor possible to fund a project with cash. Therefore, an
organization must either borrow money or raise equity funds (or do both) to finance the
project. Unfortunately, borrowing money and raising equity are not free. Each type of
capital comeswith aprice. That price isknown as the required rate of return. The cost of
capital isagood estimate of the required rates of return of both debt and equity investors.
Building on the discussion of cost of capital in the first chapter, the following section
examines each of the Pillar Two components listed in the following dialog box.

Pillar Two Components

Capital structure
Cost of debt
Cost of equity
The tax decision
Risk influence
Risk-free rate
Project-based or Adjusted Present Value

Capital structure

The particular combination of debt and equity that an organization employs---its
capital structure---is amanagerial decision. Given that the organization uses both debt
and equity sources of capital, its overall cost of capital isamixture of the returns required
to compensate its creditors and equity holders. Theideal mix of debt and equity isthe
one that maximizes value for the organization and minimizes the overall cost of capital
(Ross, et al., 2000). The capital structure is dynamic, changing over time and varying
from project to project. For adetailed discussion on the calculation of cost of capital asit
relates to capital structure, the reader can refer to the earlier section of this chapter titled
Tranglating value driversinto value: A framework for valuing investments. That section
introduces weighted-average cost of capital as an estimate of a project or firm’s capital
costs.

Several works have cited various trends influencing college and universities
capital structures. Prior to the 1980s, public officials simply raised taxes or created new
taxes in order to finance new government projects (Stainback, 2000). Colleges and
universities either received sufficient state appropriations for new facilities or financed
their capital projects with a combination of cash reserves, gifts, and tax-exempt debt
(Hennigan, 1995). However, in the early 1980s, states slowed their capital project

24




appropriations in response to taxpayer resistance (Stainback, 2000). At the sametime,
demand for state-of-the-art science and technology facilities and building maintenance
requirements intensified universities’ capital needs. Both public and private universities
had difficulty raising the capital they required to finance their facility projects (Hennigan,
1995). Thus, university officials earnestly started investigating alternative ways,
including debt service, to finance and deliver services and facilities (Stainback, 2000).

Hennigan (1995) asserts that institutions will rely on debt as alarger part of their
financial structuresin the future. Debt management will gain a greater role in university-
wide strategic planning, encompassing a broad range of activities like endowment
management and facilities planning. Further, facilities planning and debt capacity
assessment will reflect a more integrated management of assets and liabilities.

Cost of debt

Within its capital structure, an organization has some flexibility to adjust the
structure of its debt sources and its equity sources. For instance, an organization can use
a combination of bonds and bank loans, each with different costs, to make up its debt
structure. Mikesell (1991) argues that the characteristics of debt structure should ideally
minimize costs, simplify debt management, and provide appropriate cost signals to fiscal
decision-makers.

The following sections on the cost of debt deal with three types of debt: loans,
bonds, and leases. Loans are a common source of financing in al three sectors---
government, business, and househol d---sectors of the economy. The cost of loansis
determined differently from the cost of bonds, a source of financing used by the
government and business sectors. Leases, often not considered a source of debt, can act
like debt in certain situations. The common link among the costs of all sources of debt
(and all sources of capital, for that matter) is the influence of risk. All creditors perceive
that they are taking on a certain level of risk when they either issue loans or buy bonds.
They require returns that compensate them for that risk. The returns that an organization
must provide in order to obtain debt financing is known as the organization’s cost of debt.

L eases

When a lease agreement involves the advance of money or interest payments, it
actsasdebt. Thisoccursin most |ease purchase agreements when the public entity
implicitly borrows money to buy something and pays |ease payments equivalent to
interest payments. Lease agreements that work like debt service comein two forms. One
permutation is when afinancial institution buys something (like a conference center) for
apublic entity and leases it to the entity. The financia institution can hold or sell the
rights to the lease payments, but at some point, when the conference center is*“paid for,”
ownership is transferred to the public entity. Another variation is when avendor or
public entity sells alease-based contract where the collateral for the money borrowed is
the lease agreement, the leased item, or both (Reed & Swain, 1997).
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Loans

When an institution wishes to raise money to finance a capital project, it can
approach a bank about borrowing all or a portion of the funds. The bank may agree to
lend the money, with a specific promise from the borrower to pay back the money with
interest. Then, the borrower and the lender agree to the terms of the loan, which include
the amount of amortized payments, the length of the payment period, and the interest
rate. For bank loans, the prime rate serves as the base for interest charges. The prime
rate is the benchmark interest rate charged by banks to its large customers with good
credit (Brealey, et a., 1999). Thisrate fluctuates with the general level of interest rates.

The interest rate on bank loansis often referred to in terms like “prime plus.” For
organizations, individuals, or projects that present more risk than the bank’ s best
customers, the bank will charge additional interest. Thus, their interest rate becomes
prime plus an additional percentage for risk.

Bonds

Bond issues are amajor source of debt capital for both public and private
institutions. A bond isafinancial promise between a borrower and alender in which the
lender provides a sum of money to the borrower. The borrower agrees to pay the lender a
fixed amount of money per year for afixed number of periods and to repay the original
amount at alater date (Fisher, 1996).

Municipal bonds are those issued by state and local governments. They are
similar to United States Treasury bonds and corporate bonds, except their interest income
istax exempt from federal income taxation. Usually, their interest income is exempt
from taxation in the issuing state aswell. While municipal bonds constitute a huge drain
of potential tax revenue from the federal government, the tax-exempt status greatly
lowers the issuing entity’s cost of capital. Because they do not have to pay tax on interest
income from these types of bonds, investors are willing to except lower yield (Bodie,
Kane, & Marcus, 2000). Municipal bonds have three main categories: general obligation,
revenue, and private-activity.

General obligation bonds are backed by the “full faith and credit” (taxing power)
of theissuer (Bodie, et al., 2000). In order to issue general obligation bonds, the
government must (1) have the power to collect taxes and to pledge the use of general
revenues in the particular situation and (2) pledge its full faith and credit to repayment of
the debt. Such debt carries less risk for investors, which makes it more attractive to them
and less costly to issuers. For the most part, general obligation bonds are used for general
governmental purposes rather than for individual projects (Fisher, 1996; Reed & Swain,
1997).
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Unlike general obligation bonds, revenue bonds (non-guaranteed bonds) are
issued to finance particular projects, backed either by the revenues from that project or by
the particular municipa agency operating the project. Because the full faith and credit of
the issuing agency do not back them, they present a slightly higher default risk than
general obligation bonds (Bodie, et al., 2000). According to Reed and Swain (1997),
since mid-1970s, more than 70% of municipa bonds issued have been revenue bonds.
Most often, the revenues come from revenue-generating facilities, but they can come
from other sources, like taxes, aswell. Because repayment risk associated with revenue
bonds s higher than general obligation debt, the cost of issuing them is higher. However,
revenue bonds carry fewer legal restrictions than general obligation bonds. For instance,
state debt limits and requirement of voter approval for general obligation bonds make
revenue bond issuance more attractive for individua projects (Fisher, 1996; Reed &
Swain, 1997).

A third type of bond, the private-activity revenue bond, is used to support
sanctioned private investment (Bodie, et a., 2000). State or local governments sell these
bonds and use the proceeds for things like home mortgage loans or student loans. These
bonds are not tax exempt. In order to be classified as a private-activity bond, more than
ten percent of the bond funds must be used by a private business or individual and more
than ten percent of the principal or interest must be secured by payments from a private
business or individual (Fisher, 1996).

Bonds are usually given acredit rating by at least one of the two major private
rating firms, Moody’ s Investor Service or Standard and Poor’s. The credit rating is
intended to provide information to potential investors about the perceived risk of the
bonds. Thus, the credit rating depends on the economic and fiscal health of the issuing
organization and on the specific purpose of project for the borrowed funds (Fisher, 1996;
Mikesell, 1991; Reed & Swain, 1997). Criteriafor Moody’ s and Standard and Poor’s
credit ratings appear in Table 2.2. Also, ageneric recipe for estimating different bond
costs compared to general obligation bonds appearsin Table 2.3. Organizations can
manage their bond costs through care to maintain good credit-worthiness, careful
tailoring of maturities and timing of debt issues, use of the recently-narrowed ability to
issue federal tax-exempt debt, and use of available debt guarantees (Mikesell, 1991).
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Table2.2. Credit ratingsby Moody’s Investors Service and Standard & Poor’s
Corporation. Adapted from Mikesell, 1991.

Moody’s Investors Service Symbol Standard & Poor’s Corporation
Best quality, smallest degree of Prime: obligation of highest quality
investment risk; referred to as “gilt Aaa AAA | and lowest probability of default;
edge.” quality management and low-debt

structure
High quality; smaller margin of Higher grade: only slightly more
protection or larger fluctuation of Aa AA secure than prime; second lowest
protective elements than Aaa probability of default
Upper medium grade, many Upper medium grade: safe
favorable investment attributes, A A investment; weakness in local
some susceptibility to future risk economic base, debt burden, or
evident fiscal balance
Medium grade: neither highly Medium grade: lowest investment
protected nor poorly secured; security rating; may show more
adequate present security but may Baa BBB | than one fundamental weakness,
be unreliable over any great length higher default probability
of time
Judged to have speculative Lower medium grade; speculative
elements; not well safeguarded; noninvestment-grade obligation;
very moderate protection of Ba BB relatively low risk and uncertainty
principal and interest, over both
good and bad times
Lack characteristics of desirable B B Low grade; investment
investment characteristics virtually nonexistent
Poor standing; may be in default Caa CcCC
Speculative in high degree; default Ca cC
or other marked shortcomings Defaults
Lowest rated class; extremely poor
prospects of ever attaining any real C C

investment standing

28




Table 2.3. Public higher education security matrix. Adapted from Hennigan, 1995.
Public Higher Education Debt Rating, in relation to state Cost of Capital: number of

Financing Methods general obligation basis points higher than state
B general obligation

General obligation of the state | Same Same as state

Genera obligation of the Same to half step below 5-10

university

Higher education purpose One step below 10-20

state appropriation revenue

bonds

Mulitcampus, multiproject One step below 15-20

system revenue bonds

Combined fee system revenue | Half to full step below 15-20

bonds

System revenue bonds Half to one and a half steps 20-30
below

Auxiliary revenue bonds Half to one and a half steps 20-30

(housing, dining facilities, below

etc.)

Traditionally, sub-national governments have enjoyed taking advantage of the
lower costs associated with tax-exempt bond issuance. However, some economists
promote the issuance of taxable debt by state and local governments. Taxable debt costs
more than tax-exempt debt because it must compensate the investor for additional interest
income tax expense. With taxable bonds, the federal government could subsidize the
lower government’ s borrowing costs and benefit from income tax revenues. Historically,
sub-national governments have not been interested in giving up tax-exempt debt for fear
that the federal government might not offer a subsidy rate equal to that of the tax
exemption (Fisher, 1996).

All public universities and some private colleges/universities maintain accessto
the tax-exempt bond market. The tax-exempt market remains the most cost-effective
source of capital for facilities projects for these institutions. However, the 1986 Tax
Reform Act has placed a $150 million cap on the amount of tax-exempt debt that
independent colleges and universities can issue. Institutions below this cap can continue
issuing tax-exempt bonds while institutions above this cap must employ taxable debt.
Since the imposition of the cap, the higher education municipal bond market has been
segmented into three groups: private universities over the $150 million cap, private
universities under the $150 million cap, and public universities not subject to the cap.
For each of the three sub-groups, debt management is quite different (Hennigan, 1995).
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Cost of equity

In the corporate world, equity isthe portion of value that is left over after al of
the creditors (debt holders) have been paid. Since stockholders own the company, the
firm’s equity isaso called shareholders’ equity. Since equity holders must wait until
after the creditors have been paid to receive their share of the wealth, their holdings carry
a higher risk than debt does. Thus, they must demand a higher rate of return from the
company than debtors do. Therefore, equity capital comes at a higher cost than debt
capital.

In the public sector in general and in colleges and universitiesin particular, the
corporate concept of equity does not apply. Colleges and universities typically do not
have shareholders. In addition, the non-debt investors in college and university activities
often give their money as charitable donations or gifts without expecting direct monetary
returns. This does not mean their contributions are not important. Rather, it means that
certain investments like endowments, grants, and gifts, in college and university activities
do not fit into the well-established models (Dividend Growth Model or Capital Asset
Pricing Model, e.g.) for estimating the cost of equity capital. Instead, it may be more
appropriate to think about the cost of non-debt capital for universities and colleges as an
opportunity cost.

An opportunity cost is the most valuable alternative that is foregone by
undertaking a particular investment (Ross, et al., 2000). For instance, if auniversity
decides to invest in a conference center, it may be missing an opportunity to placeits
resources in a potentially higher-return bookstore on campus. If funds were not limited,
opportunity cost would not be an issue; the university could just invest in every
aternative that arises. However, limited funds do require managers to evaluate
competing alternatives.

One way to assess opportunity cost is to charge a project for the revenues that it
would forego by not investing in a competing project. In this case, the foregone revenues
would be accounted for in the cash flow projection. Another way to address opportunity
cost isto consider the returns that an investor could earn by placing his or her money in a
similar project with identical risk characteristics. In order to use the investor’s money the
most efficiently, the project must provide returns at least as high as the best aternative.
By extension, this opportunity cost of equity can substitute for the actual cost of equity in
the organization’s cost of capital calculation.

The tax decision

For corporations, income tax policy greatly influences capital structure decisions.
Interest payments on debt are tax deductible and thus generate a valuable tax shield
(Ross, et a., 2000). Coupled with the fact that dividend payments on equity shares are
subject to personal income tax, interest tax shields make debt capital quite attractive
compared to equity capital. However, the concept of financial leverage, discussed in
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detail later in this chapter, suggests that high levels of debt financing pose risk for the
firm.

In the public sector and the private, non-profit sector, most institutions are exempt
from income tax requirements. Therefore, the attractiveness of debt compared to equity
does not apply to the extent that it does for the private sector. Infact, if an institution
were able to collect enough donations to fund an entire capital project, the cost of capital
would equal only the opportunity cost. However, tax advantages do come into
consideration in the public sector when the institution is considering the trade-offs
between issuing tax-exempt bonds or taxable bonds.

Variations on the valuation approach: Adjusted present value

At the beginning of this chapter, it was pointed out that the traditional discounted
cash flow approach to valuation can be applied to any entity that produces cash flows,
That meansit can be used to value assets, projects, competitive methods, or entire firms.
Some theorists and practitioners suggest that accuracy of this approach is limited because
it combines operating cash flows with financing side effects and discounts them at the
same cost of capital, usually WACC. Additionally, when valuing afirm, it discounts the
cash flows of all activities at the same rate when each activity embodies different capital
structures and risk features. Thus, an adjusted present val ue approach may be more
appropriate than the net present value approach.

According to Luehrman (1997), today’ s better alternative for valuing an operation
or aproject isto apply the basic discounted cash flow relationship to each of the
organization’s various kinds of cash flow and then add up the present values. This
adjusted present value (APV) approach focuses on two main categories of cash flows:
real cash flows associated with operations (such as revenues, cash operating costs, and
capital expenditures) and side effects associated with financing (such as values of interest
tax shields, subsidized financing, issue costs, and hedges). APV relies on the concept of
value additivity, which indicates that it is possible to split a project or investment into
pieces, value each piece, then add the pieces back together (Luehrman, 1997).

The project-based adjusted present value approach may be useful to colleges and
universities because of their special tax considerations. By separating operating cash
flows from financing cash flows and discounting them at separate interest rates, the
manager can come up with a more accurate assessment of project value than if they used
the traditional discounted cash flow approach.

Pillar Three: Identify and manage risk issues

As mentioned several times throughout this document, risk is the variance in cash
flows associated with a particular investment. Investments with large cash flow variance
are considered to be high-risk investments, while investments with small cash flow
variance are considered to be low-risk investments. Risk-averse investors require
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compensation for the risks accompanying investments that result in additional cash flow
variance. This need for compensation is reflected in investors' required rates of return
and, thus, in the organization’s cost of capital. The organization’s financial managers
must constantly identify and manage risk issues in order to determine and reduce the
organization’s cost of capital.

Two manageable components make up an organization’ s risk characteristics:
operating leverage and financial leverage. These two components are discussed in this
section.

Pillar Three Components

Operating leverage
Financia leverage

Operating leverage

Operating leverage refers to “the degree to which afirm or project relies on fixed
costs” (Ross, et a., 2000). For instance, a capital-intensive project with alarge
investment in plant and equipment is considered to have arelatively high degree of
operating leverage. For this project with high fixed costs, operating leverage can
translate a small change in operating revenue into alarge percentage change in operating
cash flow (and, therefore, net present value). Thus, a project with high fixed costs
presents great forecasting risk. The reason isthat asmall error in one lineitem (like sales
revenue) can be magnified into alarge error in cash flow projections. An organization’s
managers can cope with this risk by attempting to keep operational leverage as low as
possible.

University conference centers are capital-intensive investments. The
infrastructure, furniture and fixtures, and labor required to operate a conference center
remain high despite the amount of businessit generates. Thus, asmall change in an input
like lodging revenue can greatly influence the variation in overall cash flows. Therefore,
a conference center represents relatively risky investment to any college or university.

Financial leverage

Financial leverage refers to the degree to which a project or firm relies on debt
capital initsfinancial structure. The more debt a project or firm carries, the more
financial leverage it employs. As mentioned earlier, debt capital bears alower cost than
equity capital because it issecured. Thus, it would seem that alarge proportion of debt in
the financia structure would serve to bring the cost of capital down. However, the
M & M Proposition Il illustrates that the cost of equity increases as the degree of
financial leverage increases (Ross, et al., 2000). This makes sense, as the project or firm
must cover all of its debt obligations before it provides returnsto its equity investors.
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Thus, the investment is considered by equity investorsto be riskier than an investment in
afirm with lower financial leverage. Despite the fact that equity capital in ahighly
leveraged firm requires a high rate of return, the low cost/high proportion of debt capital
balances that cost. Thus, the Weighted-Average Cost of Capital remains unchanged. The
ideal capital structure-the optimal mix of debt and equity-for afirm is “the one that
maximizes the value of the firm and minimizes the overall cost of capital” (Ross, et al.,
2000).

Hennigan (1995) predicts that, due to shrinking endowments and decreasing state
support, universities and colleges will be forced to increase their financial leveragein the
future. Within the context of conference center investments, higher financial leverage
may increase the required returns that conference centers must provide.

Pillar Four: The investment(s)

Pillar Four, the investment(s), has many components, shown in the dialogue box
below. However, this discussion will focus on the evaluation of quality and life of
investment materials. When considering an investment, the project leaders must consider
the quality of materials asit relatesto the life cycle of the investment and the future cash
flow stream. Each decision involves atrade off: invest in better materials at a higher cost
now and forego future maintenance costs or invest in lower-quality materials at alower
cost now and pay higher maintenance costs later.

Pillar Four Components

Capital outlay required
Evaluating quality and life of investment materials
Determining state of the art technology and materials
Skill at locating materials
Design, engineering, etc.

On college and university campuses across the nation, maintenance backlogs have
become abigissue. At the University of Massachusettsin Amherst, for example, the
mai ntenance backlog was estimated at $400 million in the late 1990s. In Kennedy’s
(2000) words:

[This] general scenario isfamiliar to countless colleges and universities. Aging

buildings, many of them constructed quickly a generation ago to meet enrollment

spurts, need fixing. In most cases, the need outstrips the available revenue, so
projects are postponed. The needs grow, and problems that are not fixed
promptly cause more deterioration. Soon, a school isin a deferred maintenance
hole so deep it has no way to escape...[However,] as awareness of the problem
has grown and a healthy economy has freed up more resources, colleges and
universities are able to spend more money to repair or replace their aging
facilities.
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This maintenance situation is an indication of the priorities and decisions made by
college and university officials during a growth spurt in college admissions during the
1950s, 60s, and 70s. At that time, the need for erecting facilities quickly outweighed the
value of constructing long-lasting buildings. The long-term result, generations later, has
been an overwhelming need for maintenance and repairs. The purpose of thisillustration
is not to pass judgment on those institutions that swapped early construction expenses for
large maintenance bills later. The purpose is, however, to show that early decisions about
construction and materials require the evaluation of trade-offs, which will influence cash
flows both now and in the future.

SUMMARY

This chapter has introduced the Co-Alignment Principle as a strategic
management philosophy and has discussed the Four Pillars of project valuation and
management in detail. In order to recap these ideas for the reader, a summary table of
concepts, variables, and operational measures follows.



Table 2.4. Concepts, variables, and operational measur es.

Variables

| Lifecycle

Actual effectivelife of
investment

“t” in net present value
formula

sustainable rate of return

Operational measures
How was “t" determined?
When do you think you will
need to begin replacing
assets?

What things did you see as
influencing the effective life
of your investment?

Cash flow forecast, expected
value analysis

Forecasting method:
demand-driven, income
statement-balance sheet
Value drivers-variables that
influence cash flow estimates
(continuing education,
faculty output, sales, etc.)
Formalized/informal
forecasting procedure
Environmental scanning
program

Performance scenarios

What forecasting method
was used?

What things did you see as
influences on your cash flow
streams?

Was afeasibility study
performed? What did it say?
Were you happy with the
results? Why or why not?

Cost of capital Returns required by investors | «  Primerate
Sources of debt (loans, *  Average return on market
bonds, leases) *  Sources of debt and equity
Cost of debt (credit rating, *  Amount of capital needed,
interest rate) amount raised
Sources of equity (donations, | * Hurdlerate used
grants, etc.)
Ability to raise funds
Opp. cost of equity

Risk Uncertainty of cash flows *  What kinds of things did you
Forecasting risk discussin terms of risk?
Financial risk (interest rate *  What didyoudototry to
risk, default risk, growth reduce risk?
potential, financial leverage) | ¢ How did you define risk?
Operating risk (management
expertise, operating leverage)

Managing risk Adjusting cost of capital

Guaranteeing bonds
Ensuring faculty ability to
stimulate demand

Life span versus cost

Quality of materials and
labor

Source of materials and labor
Cost of materials and labor

What factors influenced the
quality of construction
materials you chose?

How did the quality of
construction materials
influence the life span of
your cash flows?

35




Three Methodology

INTRODUCTION

The introductory chapter of this document, Chapter One, exposes the issues
surrounding university conference center valuation and project management, suggesting
that the body of knowledge available to scholars and practitionersis inadequate. It aso
introduces the four-pillar research framework guiding the study. Chapter Two identifies
and explicates several research domains relevant to the problem (strategic management,
corporate finance, public administration, and public finance), further illustrating that the
body of literature specific to university conference centersis virtually nonexistent.
Capital budgeting decisionsin the college or university setting represent complex, often
individualized, decisions that evolve in many different ways. The intricate and
contemporary nature of this problem provides limited research precedence and few
established tools for examination. In order to investigate this matter and contribute to the
body of knowledge regarding university conference centers, this study established an
exploratory research framework. “This[exploratory] approach istypical when a
researcher examines anew interest or when the subject of study itself isrelatively new,”
asserts Babbie (1998). The outcome of an exploratory study is expected to be, at the very
least, a rough understanding of the phenomenon of interest.

To study the complex phenomenon of university conference center financing
decisions, the researcher adopted the multiple case study approach. Using replication
logic, the investigator selected universities (cases) that would represent the public and
private sectors as well as arange of conference center ages, management characteristics,
and locations. At each of the five universities included in the study, the researcher
interviewed at least two key officials and collected secondary information sources. The
bulk of this chapter describesin detail the research strategy guiding this study and serves
as the case study protocol.

RESEARCH DESIGN

Research design begins with the articulation of a question or questions and
addresses the planning of scientific inquiry (Babbie, 1998). It isthe master plan
(Zikmund, 2000) or “blueprint” (Yin, 1994) that specifies the methods and procedures for
collecting and analyzing needed information. Research design helps the investigator
obtain answers to research questions and control the experimental, extraneous, and error
variances of the research problem under study (Kerlinger, 1965).

The research design is dictated by (1) the type of research question being posed,
(2) the extent of control an investigator has over actual behavioral events, and (3) the
degree of focus on contemporary as opposed to historical events (Yin, 1994). Based on
these three criteria, Table 3.1 displays the relevant situations for different research
strategies. Researchers agree that there is no one best research design for all situations
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(Zikmund, 2000). The investigator must determine from the nature of the problem and
the body of knowledge which method or combination of methods is the most appropriate
to use.

Table 3.1. Relevant situationsfor research strategies, adapted from COSMOS
Corporation (cited by Yin, 1994, page 6).
Form of research Requires control Focuses on

guestion over behavioral contemporary
B events? e events?
Experiment How, Why Yes Yes
Who, What, Where,
Survey How many, No Yes
How much
Who, What, Where,
Archival analysis | How many, No Yes/No
How much
History How, Why No No
Case study How, Why No Yes

Justification for using the case study method

In the college or university environment, conference center investment decisions
are complex and highly contextual. Decisions are influenced by each college or
university’ s educational and financial goals aswell asits location, its relationship with
the surrounding community, it affiliation (public versus private), and a host of other
factors. Because of the many variablesinvolved, it is difficult to separate conference
center investment decisions from the context in which they are made and executed.
Rather than attempt to study phenomenon and context separately, this investigation
delves into the complex relationships among variables influencing and resulting in
college/university conference center investments. The complex, contextual, and evolving
nature of college/university conference center investment decisions yielded the following
research questions guiding this study:

Overall research question:  How do university officials make conference center
investment decisions based on the four pillars of project
valuation and management?

Resear ch question 1: How do university officials estimate the future cash flows of their
conference center investments?

Resear ch question 2: How do university officials determine an appropriate cost of
capital for conference center projects?
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Resear ch question 3: How do university officials identify and manage risk issues with
regard to developing conference centers?

Resear ch question 4: How do university officials determine the appropriate investments
in materials and other resources when developing conference
center projects?

Asthe rapid growth of college/university conference center development isa
relatively modern phenomenon, there islittle research precedence to guide this
investigation. Defining the research questions is probably the most important step of
research design because research questions not only determine the study’s domain, but
also guide data collection and interpretation. Further, the form of the research questions--
-who, what, why, where, how, how much, or how many---points toward the appropriate
research strategy. When a study’ s research questions ask how or why, as this study’s do,
the case study method is appropriate to employ (Yin, 1994). However, Table 3.1
illustrates that two additional characteristics of the investigation---the researcher’ s control
over behavioral events and the contemporary nature of the events---also influence method
choice. Like the case study, the experiment method answers research questions that ask
how and why as well as deals with contemporary events. However, the experiment
design requires a high degree of researcher control over situational and behavioral
factors. In the present study, the researcher has no control over the actual decisions that
university officials make regarding conference center projects. In thisinstance, the case
study method, which is able to deal with situations that cannot be controlled or
manipul ated, was chosen for its merits (Yin, 1994).

In summary, the case study is an empirical study that investigates a contemporary
phenomenon within its real-life context; when the boundaries between phenomenon and
context are not clearly evident; and in which multiple sources of evidence are used (Yin,
1994). Asmentioned earlier, university conference center development is arelatively
modern phenomenon, which is growing rapidly (D. Smith, personal communication,
March 24, 2001). In addition, conference center investment decisions are highly
dependent on each college or university’s contextual situation, necessitating the study of
phenomenon and context together. Finaly, the complex nature of capital budgeting
decisions at colleges and universities requires multiple sources of evidence like
interviews and written documents to provide a complete picture of the phenomenon
within its context. The case study approach, which links a contemporary phenomenon
like conference center devel opment to the college or university context through multiple
sources of evidence, was the best research method to use for this study. It allowed the
researcher to investigate the decision-making behavior of college and university officials
using in-depth interviews and other sources of corroboratory evidence.

Organization of this chapter

The primary objective of this chapter isto map the study’ s research design. This
map serves the purposes of instructing the researcher’s activities and guiding the reader’s
understanding of the investigation. In this sense, it serves as the case study protocol (Yin,
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1994). For organizationa purposes, the research design map uses the same sub-headings
as Babbie' s (1998) book section on how to design aresearch project. However, Yin's
(1994) semina work on case study research provides the methodol ogical substance
following each sub-heading. Thisframework operates on the basis of sequential parts,
but Babbie (1998) notes that the researcher must grasp the research process as a whole to
create aresearch design.

Scientific inquiry begins when a researcher takes interest in a phenomenon and
developsideas or theories about the phenomenon. This curiosity leads the investigator to
formulate research questions. Through research design, the examiner lays out a plan for
methodically answering his or her research questions. Babbie (1998) indicates that the
components of a thorough research design are conceptualization, research method
choice, operationalization, population and sampling, observations, data processing,
analysis, and application.

The first component of Babbie' s research design framework, conceptualization, is
the process of clarifying the concepts being used in the study (Babbie, 1998). Revealed
in Chapter Two, current study’ s conceptualization phase incorporated the results of a
literature review as well as the researcher’ s conversations with colleagues (for a summary
of concepts, variables, and measures, see Table 2.4). Conceptualization also yielded four
specific research questions, which appear in the preceding section of this chapter.
Selection of the case study method for this investigation satisfied the second research
design component, research method choice. A thorough justification for this choice also
appears in the preceding section of this chapter. Therefore, the balance of this chapter
addresses the remaining components of research design: operationalization, population
and sampling, observations, data processing, analysis, and application.

Operationalization

As an extension of the conceptualization process, operationalization refers to the
specification of how variables are to be measured (Babbie, 1998). Thisincludes not only
the delineation of techniques to be used, but also the articulation of questions to be asked.
As the previous discussion makes clear, this study uses the multiple case study design to
explore the research questions regarding the four pillars of project valuation and
management. However, the case study method can encompass a number of data
collection techniques. The purpose of operationalization in this situation serves to select
one or more data collection techniques and to focus the scope of the research.

Research scope

Mentioned throughout the course of this document, the context of this study is
residential conference centers affiliated with American colleges or universities.
Specifically, the study deals with investment decisions made by college or university
officials regarding conference center development. In order to represent the variables
that might influence each college or university’ s application of the four pillars of project
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valuation and management, replication logic (discussed further in the section on
population and sampling) was used to select cases. Also, to capture the complexity of
investment decisions and to boost construct validity, multiple sources of evidence were
used. The two main sources of information were in-depth interviews and written
documents.

Interviews

In order to examine the rich, intricate dynamics of project valuation and
management in the university environment, semi-structured interviews were chosen as
the primary data collection technique. The targeted nature of the interviews allowed data
collection to focus on the topic of conference center project valuation and management.
In addition, the evolving character of discussion in the interviews allowed the researcher
to derive insightful inferences regarding the topic. The following dialog box outlines
additional benefits of interviews. The researcher in thisinvestigation used open-ended
guestions to obtain factual information as well asto glean informants’ opinions about the
matter (Yin, 1994).

Benefits of interviews

Obtain a great deal of information

Flexible and adaptable to individual situations

Can be used when no other method is adequate

Permits probing into the context of, or reasons for, answers to questions

Yin (1994) strongly emphasizes the importance of the planning phase of case
study research. If the researcher truly desiresto perform avalid, reliable case study, he
or she must map out the expected results of the study during the operationalization phase
of the project. During this stage, the researcher articulates interview guestions and
concepts to the extent that the interview structure will allow. Then, the investigator sets
up table shells or some other skeletal framework for displaying the data. This game plan
maintains firm ties to the research questions in order to steer the investigator toward
reaching the project objectives. Following a discussion of the interview plan guiding this
study, a summary table of interview questions appearsin this section.

The semi-structured nature of the interview plan provided guidance for the study
through predefined questions, but also afforded flexibility to explore divergent evidence
or other related issues. Open-ended questions encouraged discussion, provided a frame
of reference, and established depth without steering responses (Connolly, 1999). A
summary of interview questions appearsin Table 3.2. A complete list of interview
guestions appears in the Appendix.
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Table 3.2. Summary of interview questions.

Category Example interview guestions

Participant
background

Position(s) held, responsibilities, etc.
Decision-making authority with respect to conference center
development

Institution
background

Private/public; for-profit/non-profit
Location, size, number of students
Culture and structure

Conference center
background

Size, number of rooms, size of staff
Organizational structure, culture
Operational structure (who operates?)
Relationship to college/university
Reporting structure

Conference center
strategy

Orientation and mission statement
Planning horizon
Cost of capital

Cash flow
estimates

Processes, methods, criteria used to estimate future cash flows
of conference center project

Strengths and weaknesses of evaluation and decision-making
process

Influencing factors

Sources of input

Sources of output

Participants and level of participation within or outside
college/university

Cost of capital

Processes, methods, criteria used to estimate cost of capital of
conference center project

Strengths and weaknesses of evaluation and decision-making
process

Influencing factors

Sources of input

Sources of output

Participants and level of participation within or outside
college/university

Opyportunity costs

Treatment of conference centers compared to other investments

41




Table 3.2 (continued)

Category Example interview guestions

Risk *  Processes, methods, criteria used to estimate risks of conference
center project
» Strengths and weaknesses of evaluation and decision-making
process

* Influencing factors

» Sources of input

» Sources of output

» Participants and level of participation within or outside
college/university

» Costs of inaction (opportunity costs)

» Assessment of risk, returns; criteria used to judge

* Treatment of conference centers compared to other investments

* Assessment and impact

* How risk is defined with respect to conference centers

» Hurdle rates used when evaluating conference center decision

The investment * Processes, methods, criteria used to estimate risks of conference
center project

» Strengths and weaknesses of evaluation and decision-making
process

* Influencing factors

» Sources of input

» Sources of output

» Participants and level of participation within or outside
college/university

» Treatment of conference centers compared to other investments

Documentation

A principal strength of case study research isits ability to incorporate various
forms of datainto a complete picture of the phenomenon under study. In fact, case
studies rely on multiple sources of evidence to derive conclusionsin atriangulating
fashion (Yin, 1994). Using multiple sources of evidence in amanner that encourages
convergent lines of inquiry bolsters construct validity. In addition to employing
interviews as the primary data collection technique, the current study used documentary
evidence to derive conclusions about conference center valuation and management
among universities and colleges. The researcher gathered and analyzed as many written
documents as possible (feasibility studies, interna memoranda, working papers, project
goals, etc.) in concert with interview results to paint the most complete picture of the
phenomenon under investigation.
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Population and sampling

Referenced throughout this document, the population investigated in this study is
residential conference centers affiliated with American colleges and universities. Despite
the large population of college/university conference centers, sampling logicis
inappropriate for this study. In multiple case study research, sampling logic based on
statistical rationale does not hold. The in-depth, time-consuming nature of case studies
makes probability sampling of alarge population virtually impossible. Thus, replication
logic becomes the most appropriate logic to use when selecting cases (Yin, 1994).
According to Yin (1994), each case chosen “should serve a specific purpose within the
overall scope of inquiry. Here, amajor insight isto consider multiple cases as one would
consider multiple experiments.” Each caseis like a single experiment with analysis
following cross-experiment design and logic.

Replication logic encompasses two sub-types (Yin, 1994). Thefirstisliteral
replication, which predicts similar results across cases. The second is theoretical
replication, in which different cases produce different results, but for predictable or
theoretical reasons. In establishing criteriafor case selection, this study attempted to use
both literal and theoretical replication logic. Using theoretical replication logic, the five
selected cases were chosen to represent university characteristics or conference center
characteristics that, theoretically, would influence the project valuation and management
procedures at each site. Those characteristics were university ownership structure (public
sector versus private sector), conference center ownership structure (public sector versus
private sector), conference center financial goals (for-profit versus non-profit), and
conference center management structure (self-operated versus externally managed,
managed with a brand “flag” versus managed without a brand “flag”). Within each of the
four categories, an attempt was made to follow literal replication logic by studying two or
more schools exhibiting the same characteristics. For instance, four public universities
with different conference center management structures were selected for the potential
literal replication occurring among the public university structure and for the potential
theoretical replication occurring across the different management structures. To develop
acceptable replication logic in choosing cases, discussions with hospitality consultants
and Internet research were conducted to uncover interesting cases for study.

Because sampling logic is not used in multiple case study research, the typical
criteriaregarding sample size areirrelevant (Yin, 1994). The number of cases chosenin
multiple case study research often is arbitrary and frequently is based on time and money
constraints (Eisenhardt, 1989, cited in Connolly, 1999). For this study, travel time and
expense came under consideration when selecting the sites for data collection. However,
all potential cases were analyzed for their possible contributionsto literal and theoretical
replication. Multiple (five) sites were chosen to bolster the certainty of results.

Observations

In case study research, the concept of observation refers to data collection. Case
study data collection requires a great deal of preparation. InYin's (1994) words:
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The preparation for doing a case study includes the prior skills of the investigator,
the training and preparation for the specific case study, the development of a case
study protocol, and the conduct of a pilot case study...To help prepare an
investigator to do a high-quality case study, intensive training sessions should be
planned, a case study protocol should be developed and refined, and a pilot study
conducted. These procedures are especially desirableif the research is based on
multiple-case design or involves multiple investigators (or both).

Preparation and case study protocol

Only one investigator, the author, collected data for thisinvestigation. Her
preparation included designing the study and developing the case study protocol. The
current document served as the protocol for data collection and analysis. Had additional
researchers been needed, preparatory seminars would have been conducted and a separate
case study protocol would have been produced to ready them for data collection.

Pilot test

In final preparation for data collection, a pilot test was performed at the author’s
amamater. This site was chosen for convenience, access, and geographical proximity
(Yin, 1994). The pilot test covered both substantive and methodological issues, alowing
the researcher to “practice’ the interview approach and revealing relevant concepts or
“Jargon” regarding university conference center investments.

Participants and logistics

Case study research requires the researcher to have access to organizations willing
to participate in and to support the investigation. Without the openness of participants,
this study would not have been possible. Access to these participants was gained through
colleagues and contactsin the field. Interview respondents were selected for their roles
in conference center investment at their respective institutions. Targeted respondents
were chief financia officers, project managers, or state government officials responsible
for planning or authorizing college/university conference center investments.



Job titles of respondents who participated in interviews

* VicePresident for * Vice President for Budget
Administration and Financial Management

» Chief Executive Officer of * University Treasurer
the university Foundation

* VicePresident for Fisca » Associate Vice President for
Planning and Services Auxiliary Services

» Director of Business » Director of Continuing
Management and Analysis Education

» Director of Conference » Foundation Treasurer
Center

Data collection

Data collection occurred over asix-week period. During this period, the
researcher visited each of the five sites under study to conduct interviews and to gather
documentary evidence of university conference center investments. Each interview
(except for one, which was conducted by telephone) was conducted in person, one-on-
one with the respondent. The researcher tape-recorded each interview to foster the
reliability of results. At the end of an interviewing day or at the end of asite visit, the
researcher prepared field notes from the interview results. Any necessary follow-up
correspondence was done by telephone or via electronic mail.

Data processing

“Depending on the research method chosen, [a researcher may] have amassed a
volume of observationsin aform that probably isn't immediately interpretable,” asserts
Babbie (1998). Such isthe situation with qualitative multiple case study research, in
which the investigator collects copious amounts of information from various sources. In
that case, the data must be organized in some way to make sense for the researcher and
for other investigators. Yin (1994) suggests creating a case study database and
establishing a chain of evidence to aid data processing.

Case study database

Most research strategies include documentation protocols that consist of two
separate collections (Yin, 1994):

1. Thedataor evidentiary base and

2. Thereport of the investigator, whether in article, report, or book form.

While the distinction between a separate database and the case study report has
not yet become an institutionalized practice in case study research, theideais that each
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case study should strive to develop aformal, presentable database separate from the
report. If thisisaccomplished, other investigators, in principle, can review the evidence
directly for corroboration or for secondary analysis (Yin, 1994).

For this study, a case study database including notes, documents, tabular
materials, and narratives was created. Details regarding each type of evidence appear in
Table 3.3. Reliability of the data was increased the extent that this database allows other
researchers to examine and understand the evidence.

Table 3.3. Typesof evidence included in the case study database

Type of evidence SENIES

Notes Handwritten; electronic; and typed, “hard-copy” notations of
literature reviews, interviews, and document analyses
Documents Electronic or hard copies of mission statements, feasibility studies,

financial statements, memoranda, etc.

Tabular materials | Spreadsheet data collected from research sites and tabular data
displays created by researcher

Narratives Audio tapes of interviews; written accounts of interview responses

Chain of evidence

The chain of evidence in a case study allows the reader “to follow the derivation
of any evidence from the initial research questions to ultimate case study conclusions”
(Yin, 1994). Based on this chain of evidence, the external observer should be able to
move in either direction---from research questions to conclusions or from conclusions to
research questions---along the continuum. If the chain of evidence remains intact and
functional, the case study will have addressed methodological problems of construct
validity and reliability (Yin, 1994). A chain of evidence in this project was constructed
and maintained by creating a thorough case study database and by allowing the research
guestions to constantly inform data collection.

Analysis

Rounding out the research project, “data analysis consists of examining,
tabulating, or otherwise recombining the evidence to address the initial propositions of
the study” (Yin, 1994). Miles and Huberman (1984, cited in Yin, 1994) suggest a
number of analytic techniques to employ during data analysis. From the range of
possibilities, this investigation uses matrix tables and data displays to organize and
present the data. Two general strategies can guide data analysis. relying on theoretical
propositions or developing a case description. This study employs a permutation of the
first strategy in that it relies on the research questions to guide analysis. The research
guestions shaped the data collection plan, focusing on the four pillars of project valuation
and management.
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Data analysis began with organization of the data into matrix tables centered on
the four pillars of project valuation and management. Table 3.4 is an example of a shell
table used. Following organization of datainto matrices, patterns were pursued,
comparatively with repeated observations and contrastingly with divergent observations.
Within-case comparisons were done, followed by across-case comparisons.

Table 3.4. Cross-case comparison of Pillar One components.

University Who performed Assumptions Life span of Duration of cash Performance metrics

cash flow conference center flow projection calculated?
projection?

mo0|m >

Application

A fundamental goal driving this study isto contribute to the body of knowledge
with respect to university conference centers in such away that practitionersin the field
can use the information and that future researchers can build on the results.

Tests for research quality

Validity and reliability are common tests for research quality. Very briefly,
validity refersto “the extent to which an empirical measure adequately reflects the real
meaning of the concept under consideration” (Babbie, 1998). Several types of validity,
namely construct validity and external validity, apply to exploratory case study research.
A third type of validity, internal validity, is described in Table 3.5, but is not discussed
further because it applies only to causal or explanatory case studies. In that respect,
internal validity is beyond the scope of thisstudy. Reliability, on the other hand, is very
much within the scope of thisinvestigation. In Babbie's (1998) words, “Reliability isa
matter of whether a particular technique, applied repeatedly to the same object, would
yield the same result each time.” Reliability is synonymous with reproducibility. A
detailed discussion of each test for research quality---construct validity, external validity,
and reliability---follows Table 3.5, which describes the four tests of research design
quality and explains how case studies deal with those tests.
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Table 3.5. Testsfor research quality.

Test for research quality
Construct validity

Description of test
Establishing correct
operational measures for the
concepts being studied

Case study tactic
Use multiple sources of
evidence
Establish chain of
evidence
Have key informants
review draft case study
report

Internal validity

Establishing a causal
relationship, whereby
certain conditions are
shown to lead to other
conditions, as distinguished
from spurious rel ationships
(for explanatory or causal
studies only, and not for
descriptive or exploratory
studies)

Do pattern-matching
Do explanation-building
Do time-series analysis

Externa validity

Establishing the domain to
which a study’ s findings
can be generalized

Usereplication logic

Reliability

Demonstrating that the
operations of a study---such
asthe data collection
procedures can be repeated,
with the same results

Use case study protocol
Develop case study
database

Construct validity

In simple terms, construct validity refersto a study’s ability to measure what the
researcher saysit istrying to measure. In Baker’s (1999) words, “ construct validity is
based on forming hypotheses about the concepts that are being measured and then testing
those hypotheses and correlating the results with the initial measure.” Traditionally, this
test has been problematic in case study research, as many investigations fail to develop a
sufficiently operational set of measures. When this occurs, subjective judgements may be
used to collect the data (Yin, 1994).

Shown in Table 3.5, three tactics are available to increase the construct validity of
case studies. Thefirst isthe use of multiple sources of evidence in away that encourages
convergent lines of inquiry. Any finding based on multiple sources of corroboratory
evidenceislikely to be more convincing and accurate than a conclusion drawn from a
single source or from divergent evidence. A second strategy for increasing construct
validity isto establish a chain of evidence. With aclosely linked chain of evidence, the
evidence presented in the case study report is assuredly the same evidence that was
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gathered during data collection. The final way of dealing with construct validity isto
allow key informants to review the case study report. This not only shows them
professional courtesy, but also gives them the opportunity to corroborate the essential
facts and evidence presented in the case report (Schatzman & Strauss, 1973, cited in Yin,
1994).

External validity

Externa validity deals with astudy’s ability to generalize its findings beyond the
immediate case study(s). In many investigations, external validity is addressed through
probability sampling of a population. However, case studies rely on analytical
generalization rather than statistical generalization to test external validity (Yin, 1994).
AsYin (1994) putsit, “In analytical generalization, the investigator is striving to
generalize a particular set of results to some broader theory.” In case studies, analytical
generalization is accomplished through replication logic (see the earlier section on
population and sampling).

Reliability

The final test for the quality of aresearch design isreliability, whose goal isto
minimize the errors and biasesin astudy. Reliability refersto a study’s reproducibility.
In case study research, reliability can be increased by closely following a case study
protocol and by developing a case study database.

SUMMARY

The case study research design was chosen to explore the extent to which
university and college officials employ the four pillars of project valuation and
management in conference center decisions. This methodology is supported by Yin
(1994), who indicates that the case study is an empirical study that investigates a
contemporary phenomenon within its real-life context; when boundaries between
phenomenon and context are not clearly evident; and in which multiple sources of
evidence are used.

Having established the need for research and the theoretical underpinnings
guiding this study in Chapters One and Two, this chapter exposed the multiple-case study
approach as the method of choice for thisinvestigation. The remainder of this document
focuses on the results of the interview and document analysis phase of the project
(Chapter 4) and discusses implications for application and future research (Chapter 5).
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Four: Results

INTRODUCTION

This chapter provides an in-depth look into five university conference centers
based on the methodology presented in the previous chapter. It explorestheir use of the
Four Pillars of Project Valuation and Management in financing hotel conference centers.

The findings presented here are the results of interviews with representatives from
each university and an analysis of secondary information provided by each university and
gathered during the literature review. The secondary information, consisting of
feasibility studies, investment presentations, pro formafinancial statements, press
releases, and journal articles, was used to supplement and validate participants responses
to interview questions. A summary of the available secondary sources of information
used in this study can be found in Table 4.1. Due to concerns for privacy and to the lack
of information in some cases, access to some of the documents was restricted.

This chapter begins with the treatment and analysis of each university conference
center individually. It then addresses each university conference center collectively,
providing inter-university comparisons, analyses, and syntheses with respect to the four
research questions posed by this study. It concludes with a summary of the findings and
answersto the four primary research questions of this study.
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Table4.1. Summary of secondary sour ces of infor mation.

A * Market study and feasibility analysis performed by hospitality
consultant

* Request for Proposal (RFP) for hotel and conference center
management services

» Salesbrochures

» University mission and vision statements

» Text of speeches delivered by University President regarding
new hotel and conference center

* Alumni Association news magazine article

* University fundraising campaign information posted on
Internet

B » Pricing book for pooled revenue bonds and bond covenant

prepared by bank

C * Hotel and conference center information posted on Internet

» Additional secondary information unavailable

Sales brochures

Memoranda

Auxiliary services departmental analysis and projection

Market study performed by hospitality consultant

Pro forma produced by management company

Request for Proposal (RFP) for professional property

management and hospitality services program

E1l » Copy of presentation to foundation Board of Directors by
realty consultant

* Mission statement

» Cash flow projections, with and without additional debt
principle payments from cash flows

» Smith Travel Research benchmarking statistics of “peer”
hotels: operating income and expenses

E2 * Mission statement

» Smith Travel Research benchmarking analysis

o Statistics of “peer” hotels: number of rooms, average rate,

segment, age
* Analysisof rea estate appraisal

CONDENSATION OF INTERVIEW ITEMS

In Chapter Two, the literature review identified important concepts and variables
to be measured during thisinvestigation. Table 2.4 summarized these concepts and
variables and indicated the operational measures of these items. Similarly, Table 3.2
revealed a summary of interview questions in the case study protocol. Both of these lists
of operational questions proved to be too long for interviews. Because the university
officials targeted for interviews are unable to commit more than one hour at atime for an
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interview, the question list was condensed to fit into a one-hour block. While someitems
identified in the literature review were edited out of this investigation, they were omitted
consistently across all cases. For instance, the literature review revealed five important
components of Pillar One. Time prevented the researcher from covering all five
componentsin detail during the interview. Therefore, interview questions were
condensed to capture two of the components, life cycle and cash flow. Inall cases, the
remaining three components were omitted. Table 4.2 compares the components of each
pillar identified in the literature review to the actual operational measures used during
data collection. This condensation of operational measuresis considered a limitation of
the study. However, the research gave close care to applying these operational measures
consistently across all cases.

Table4.2. Condensation of research conceptsinto operational measur es.

Pillar One Components Condensed to

» Competitive position » Estimated life span

» Critical successfactors * Method for estimating life span

» Lifecycle * Projected cash flows

» Cash flow forecast » Method for projecting cash flows

» Expected value analysis * Vauedrivers

* Vauedrivers

» Capital structure » Capita sourcesfor facilities

» Cost of debt projects

* Cost of equity » General cost of capital for facilities

* Thetax decision » Capital sourcesfor conference

* Riskinfluence center

* Risk-freerate * Expected rate of return

* Project-based or Adjusted Present * Method for estimating cost of
Value capital/expected return

* Operating leverage » Definition of risk

* Financia leverage » Estimation of cash flow variance

» Addressing cash flow variance

» Capital outlay required » Capital outlay required

» Evaluating quality and life of » Method for estimating capital
investment materials outlay

» Determining state of the art » Estimated life span
technology and materials * Method for estimating life span

» Skill at locating materials

UNIVERSITY A

University A isarura land-grant university surrounded by a college town of
approximately 40,000 residents. With 26,000 students, the university focuses on
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teaching, research, and outreach. In 1968, University A opened a center for continuing
education on its campus. With 128 guestrooms and more than 17,000 square feet of
flexible meeting space, the hotel and conference center has been able to reach markets
outside its original continuing education focus. Recognizing the need to reach additional
markets, the university changed the facility’ s name from a continuing education center to
ahotel and conference center in 1993. The university continues to manage the hotel and
conference center through its auxiliary services division, but plans to shift its operations
to anew facility on campus by 2004. Currently in the planning phase, the university’s
new hotel is expected to contain 150 guestrooms. The new 50,000-square-foot
conference center is designed to have 12 conference rooms and a 740-seat ballroom. The
entire facility will host a 125-seat restaurant, two private dining rooms, and an alumni
center with a 140-seat auditorium. University A views the new hotel and conference
center as a hospitality facility that will allow the institution to host a variety of guests
from educationa and business conference groups to potential donors and granting
agencies to alumni and parents. It isthis new hotel and conference center that is the
focus of the case study at University A.

Presently, the current hotel and conference center director, who works for the
university’s auxiliary services, reports to the university’s Director of Continuing
Education. In addition, the hotel and conference center maintains a close working
relationship with the university’ s department of hospitality and tourism management
(HTM). The HTM department occupies kitchen and restaurant space in the hotel and
conference center, using the facility as a hands-on food preparation and food service
laboratory. The academic department also uses the hotel and conference center for
lodging and meeting courses. University officials expect the hotel and conference center
reporting structure and the HTM relationship to remain intact. However, ongoing
negotiations will determine whether the new facility will use an external management
company or retain its current auxiliary staff. Key variables influencing that decision are
furniture, fixtures, and equipment (FF&E) reserve strategy; service quality, customer
satisfaction, and reputation; and potential impacts on bottom-line financial performance.

Pillar One: Estimate cash flows over the life cycle of the project

To determine the feasibility of the new hotel and conference center project and to
devel op expectations of future cash flows, University A employed an outside consulting
firm to conduct a market study. Based on regiona supply and demand factors, the
consultant projected occupancy rates and average [daily] rates, income, and expenses.
The following assumptions about the facility went into the consultant’ s cash flow
estimates:

* First-class, full-service hotel with the latest in amenities and technology,

aswell as high-quality furnishings, fixtures, and finishes

* Recommended lodging room count of 125, with amix of 48 rooms with

king beds, 72 units with two double beds, and 5 suites

»  Guestrooms measuring roughly 300 square feet

* A 125-seat, casual restaurant serving breakfast, lunch, and dinner

* Approximately five small dining rooms
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» Balroom large enough to seat 600 persons banquet-style

* Roughly 18,000 square feet of flexible meeting space

» Six conference rooms, five breakout rooms, two boardrooms, an
amphitheater with approximately 80 seats, and a computer lab

Using occupancy and room rates as primary building blocks for the cash flow
projections, the consultant estimated revenues and expenses of the hotel and conference
center for the fiscal years 2003/04 and 2004/05, as well as athird, “ stabilized” year.
According to the consultant’ s report, “ The stabilized occupancy reflects the anticipated
results of the property over its remaining economic life, given any and all changesin the
life cycle of the hotel. After ahotel achievesits stabilized occupancy, room rates are
generally expected to continue to increase at the underlying inflation rate throughout the
remainder of the projection period.” Using these assumptions, the consultant then
constructed a ten-year forecast of income and expense for fiscal years 2003/04 to
2012/13.

The consulting company’ s market study report made the following comments
about the methodology employed to project future cash flows:
The forecast of income and expense for the proposed subject property is
expressed in current dollars for each year. The stabilized year isintended to
reflect the anticipated operating results of the property over itsremaining
economic life, given any or all applicable stages of build-up, plateau, and decline
in thelife cycle of the hotel. Thus, income and expense estimates from the
stabilized year forward exclude from consideration any abnormal relationship
between supply and demand, as well as any nonrecurring conditions that may
result in unusual revenues or expenses...In arriving at projections, [consultant’s
name omitted] uses amodel that is based on the premise that hotel revenues and
expenses have one component that is fixed and another that varies directly with
occupancy and facility usage. A forecast can be made by taking a known level of
revenue or expense and calculating its fixed and variable components. The fixed
component is then held constant, while the variable component is adjusted for the
percent change between the projected occupancy and facility usage and that
which produced the known level of revenue or expense. (Page 63)

The consultant used historical operating income and expense figures of the
current hotel and conference center property as a base for the new facility’s cash flow
projections. Where applicable, the consultant reorganized the statements in accordance
with the Uniform System of Accountsfor Hotels. In addition, the consultant calcul ated
the investment value and the investment cost of the hotel and conference center using a
discounted cash flow and income capitalization procedure.

Interviews with three executives at University A revealed that the university was
not satisfied with some of the consultants' assumptions and recommendations. Since the
initial feasibility report, the university has changed several assumptions about the hotel
and conference center. One of the most important concerns for the planning team has
been capturing the ongoing nature of hospitality business at the University. Because the
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University has operated a hotel and conference center on campus for 33 years, officials
believe that the already-established business will impact the revenue projections for the
proposed facility (an assumption they feel was not reflected in the consultant’ s original
projections). Further, officials believe that the new hotel and conference center will
achieve a higher occupancy and will be able to support a higher room rate than the
consultant originally targeted because of the university’ s reputation. Officials believe
that the hotel and conference center at the university will be “THE place to stay” when
visiting the university. Additionaly, the size of the proposed hotel has increased and the
price of the hotel has changed since the initial market report. The new assumptions about
the hotel and conference center include:

» 150 lodging rooms
125-seat restaurant
two private dining rooms (totaling 50 seats)
lobby bar, that also serves as a coffee areain the mornings
740-sesat ballroom
140-seat auditorium, with fixed tables for 100 people
12 conference rooms

With the new assumptions in hand, managers at the current hotel and conference
facility on University A’s campus revised the consultant’ s projections. Executives
created multiple financia scenarios, using numerous permutations of input variables.
Assumptions for aten-year financial report were developed then were applied to historic
(1999/00) operations. Thisresulted in afinancial statement that included the historical
fiscal years 1995/96 to 1999/00 and the future fiscal years 2000/01 to 2003/04. In this
way, the team produced financia projections that they believed best reflected the hotel
and conference center’ s future cash flow stream. University administrators did not repest
the consultant’ s discounted cash flow and income capitalization procedure since,
according to one respondent, that would have been the “wrong” metric. He indicated the
correct metric to measure the success of this project to be programming items (number of
rooms, capacity for continuing education programs, restaurant size, etc.). Since
programming considerations are the goals for this facility, the financial planners chose
the scenario that would allow them to reach their programming goals.

Pillar Two: Determine the project’s cost of capital

In the past, University A has used debt, private contributions, auxiliary
contributions, and state general funds to finance facilities projects. Normally, the
University’s cost of capital is approximately 6%. This cost depends on economic
conditions, the purpose of the facility, and capital structure of the project. To finance the
new $33.6 million hotel and conference center project, the university expectsto receive
bond proceeds, private contributions, auxiliary contributions, and proceeds from the sale
of the current hotel and conference center to another department within the university. A
breakdown of the financial structure of University A’s new hotel and conference center
appearsin Table 4.3. The estimated cost of capital for this project is 5.7%, which is
based on the current, actual cost of debt for University A.
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Table4.3. Financial structure of University A'snew hotel and conference center
project.
Percentage

of Total |
Tax-exempt revenue bond proceeds 60.13%
Proceeds from sale of current H&CC ~ 19.72%
Private contributions (fundraising) 18.65%
Auxiliary contributions (reserves) 1.49%

Total projected cost: $33,613,000

When estimating the university’s cost of capital, officials at University A consider
only the cost of debt. Equity contributionsin the form of private donations are viewed as
free, meaning they carry no inherent rate of return requirements. Furthermore, the
opportunity costs associated with equity contributions are ignored. Therefore, the cost of
equity is not used to calculate the cost of capital.

University planners have not calculated a hurdle rate for the new hotel and
conference center. However, the hotel and conference center project must meet several
explicit goals. The facility, like other auxiliaries, is expected to be self-sufficient. This
means that it must cover its own operating expenses and debt service, aswell as
contribute to an FF& E (furniture, fixtures, and equipment) reserve. In amarket study, the
consultant employed by the university factored this “ replacement reserve” into the
proposed facility’ s expense projections at arate of 4% of total revenue per year.

Pillar Three: Identify and manage risk issues

The officialsinterviewed at University A have discussed and articulated several
types of risk that are influencing their new hotel and conference center plans. Those
types of risk are:

» Inflationary risk, which is associated with the length of time it takesto
move a project of this magnitude from initial approval of the project cost
toitshid. A bid contingency has been established for this project to help
mitigate this type of risk.

» Capital campaign risk may occur if fundraisers are unable to meet the
campaign goal. A contingency plan to reduce thistype of risk would be to
have the university’ s foundation provide an advance of unrestricted
private funds until such time as the fundraising goal is met.

» Forecasting risk involves unforeseen changes to the assumptions
supporting the financial feasibility plan. Examples of assumptions are
number of room nights, room rates, interest on debt, amount of conference
business, etc. Related to forecasting risk is operational risk, whichisthe
risk that the facility will not generate the revenues projected in the
feasibility plan. Any shortfalls occurring because of forecasting and
operational risks may be offset by draws from the conference center’s
operating reserves.
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* Interest raterisk is associated with economic conditions. When financing
a conference center, university officials want to issue debt at a time when
interest rates are as low as possible, to control the cost of the project.
University A’s debt managers keep a close eye on interest rates to develop
an understanding of interest rate fluctuations and patterns. They may use
conservative interest rate estimates, within a reasonable range, to mitigate
some of the interest rate risk.

*  “Reputational” risk. By hosting peoplein its own hospitality facilities, the
university subjectsits reputation to the scrutiny of guests. Each guest may
make a judgment about the university’ s character based on his or her
personal experience at the hotel conference center. A good experience
bodes well for the university, while a bad experience might damage the
university’ s reputation. Reputational risk is an important consideration in
the university’s decision to self-operate the conference center or to employ
an external management company.

Pillar Four: The investment(s)

The estimated capital outlay required for University A’s new hotel and conference
center is $33,613,000. Before arriving at this estimate, the project’ s planning committee
held a series of “programming conversations’ with stakeholders to determine the
specifications for the facility. Stakeholders included leaders from the continuing
education division, the alumni association, auxiliary services, various academic
departments, and various business departments within the university. These stakeholders
let the university planners know exactly what they need in the facility, including the
number and size of lodging rooms and meeting space, the specifications for food and
beverage outlets, and the level of amenities. With these programming needs in mind, the
university planners obtained layout designs and cost estimates from the University
Architect and from the university’s Capital Design and Construction office.

During the programming considerations and cost estimates, the university also
employed an outside consultant to conduct a market study. Gathering information about
local and regional supply and demand factors, the consultant prepared revenue and
expense proj ections and made recommendations on the feasibility of the conference
center project. Asmentioned earlier, the university expects to use bond proceeds, private
contributions, auxiliary contributions, and proceeds from the sale of the current hotel and
conference center to another department within the university to finance the $33 million
project.

Two respondents at University A indicated that a hotel conference center, like
other buildings on campus, is expected have a physical life of 50 to 100 years. This
estimate, provided by the University Architect’s office, is based on institutional history
and knowledge. However, the third respondent estimated the hotel/conference center’s
life span at 35 to 50 years. He also mentioned that, at 35 years, a hotel conference center
would need major refurbishment.
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UNIVERSITY B

University B, like University A, islocated in arural small town, on a 255-acre
campus. The public university educates over 12,000 undergraduate students and over
1,000 graduate students. University B owns and operates its own hotel and conference
center, which was built in the early 1970s as a center for continuing education.
Responding to market forces over the years, the hotel and conference center now serves a
variety of customer groups. Like the continuing education center at University A, the
continuing education center at University B changed its name within ten years of its
opening to “Inn and Conference Center” to reflect the nature of its business better. The
majority of the facility’s business (62%) comes from conferences, while the remainder
(38%) comes from transient guests. Of the conference business, only 22 percent is
university-related. Most (52%) of the conference business is generated by state agencies.
Corporations generate ten percent (10%), associations generate ten percent (10%), and
other organizations generate the remaining five percent (5%) of group business.

Operated by the university’s College of Business, the hotel and conference center
has 83 newly furnished guestrooms, 10,000 square feet of exhibit space, and 20,000
square feet of meeting space with 22 meeting and breakout rooms. The full service hotel
offers aballroom, dining room, lounge, and room service.

Because of the age of University B’s hotel and conference center, much of the
information included here regarding the initial financing of the hotel has been passed on
orally from former university employees to the respondents. Written documentation
regarding the original deal was unavailable. Asaresult, some of the results for this case
study are inconsistent or incomplete. To supplement the respondents’ knowledge of
historical financing decisions, interview guestions also examined the university’s recent
investments (renovations) in its hotel and conference center.

Pillar One: Estimate cash flows over the life cycle of the project

Information regarding initial cash flow estimates for University B’s hotel and
conference center was unavailable. Both respondents interviewed for this case study
were not positive that afeasibility study was conducted for this project. One respondent
doubted the existence of afeasibility study, since the facility’ s original purpose was to
serve as a continuing education center and not to produce revenues for the university.

The current operating director was able to offer some insight into how future cash
flows might be estimated today, based on his own experience with a recent
refurbishment, completed in April 2000, of all guestrooms and guest wingsin the facility.
In order to receive funding through the university for renovations, the director did not
need to develop aten-year pro forma highlighting the benefits of the changes. Rather, he
expressed the benefits of renovationsin terms of increased sales for the hotel and
conference center. His assumptions were:
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» Saleswould remain constant. The renovated rooms would have more
appeal to certain markets not served previously, but would drive away
some of the “lower-end” market segment.

* Any increased costs in delivering the guestrooms because of better
amenities, etc. would be negligible.

* Thedebt service divided by the number of rooms would equal the
necessary increase in room rates. The hotel and conference center
increased its room rates by $15 per night.

* Therenovations would be self-sustaining; the increased revenue would
cover the debt service and any incremental costs.

The director knew from experience approximately how much the renovations
would cost. With hisand an architect’ s estimates, the university submitted a Request for
Proposal (RFP) for cost estimates from contractors. With these estimates and
justifications, the director was able to secure a $1.5 million bond issue to proceed with
renovations. Room sales increased 29% for the year following the renovations, resulting
in a$240,000 revenue increase.

Pillar Two: Determine the project’s cost of capital

Respondents from University B indicated that the original cost of the bond issue
to finance the conference center was approximately 5.5%. This debt was retired around
1997. The recent bond issue covering the $1,429,548" renovation costs has an interest
rate of approximately 6% (according to one respondent). According to areport from the
bank helping to issue the bonds, the $1.59 million bond issue has a True Interest Cost
(TIC) of 5.36%. Aside from the charge to maintain break-even operations, University
B’ s hotel and conference center has no rate of return requirement beyond covering debt
and operating expenses.

Pillar Three: Identify and manage risk issues

Because the two respondents at University B were not involved with the initial
financing and deal structuring of their hotel and conference center, they were not able to
speak to the specific risk issues discussed during the planning phase. They mentioned
several types of risk associated with the current operations of the facility:

* Weather risk. Because of the conference center’slocation in a
mountainous, rural town, guests often perceive transportation to and from
the conference center is difficult in the winter months (they do not want to
get snowbound at the conference center). Asaresult, the conference
center’ s businessis highly seasonal, with high summer and fall business
and low winter business. Weather can present arisk in the summer as
well, if the temperatures in the lowlands do not rise high enough to drive
tourists into the highlands, where the hotel and conference center is

! Plusinterest earnings
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located. To combat weather risk, the hotel and conference center markets
to special groups like skiers and structures its rates to stimulate demand in
the off-season.

* Economic risk. Much of University B’s hotel and conference center
business comes from state agencies. When the state reaches arecession,
the governor and the state’ s administrators cut state agency budgets. This
reduces the demand from state agencies for the hotel and conference
center’s services. To compound the matter, the state-owned hotel and
conference center is not able to reduce labor costs by laying-off its state
employees, as the private sector might do.

» Competition. Asthe supply of hotelsincreases near University B, its hotel
and conference center faces increasing competition for customers. Asone
of the few full-service hotels in the region, University B’s hotel and
conference center offers arange of products and services that its
competitors do not offer. However, the university hotel and conference
center cannot compete with other hotels on price.

Pillar Four: The investment(s)

Prior to 1970, awealthy family donated a modest sum of money to University B
to build afaculty center on campus. The money was not used immediately for afaculty
club, but around 1972 the gift was combined with some debt to |everage the construction
of a continuing education center. A faculty club was housed in the continuing education
center for some time, but was later removed. According to one respondent, the
continuing education center was built with a small gift ($100,000-150,000) and self-
liquidating bank debt, which was to be paid back with operating receipts. However, the
other respondent indicated that the center was financed with alarger gift ($500,000) and
amunicipa bond ($2.5 million at ~5.5%), which was retired around 1996/97.

In the early 1990s, the university added a 7,500-square-foot ballroom to the
facility. Thoseinvolved at the time did not finance the ~$750,000 addition. Without the
existence of an operating reserve fund, they used cash to pay for the refurbishment,
believing the ballroom would pay for itself. In reality, the ballroom did not cover its
costs, but instead created a deficit. The current director has managed to reduce the deficit
to below $200,000. However, he does not have an operating reserve to fund current
maintenance or renovation needs.

Without an operating reserve to fund recent renovations, the university financed
the refurbishment of the conference center’ s 83 guestrooms with a $1.59 million bond
issue at approximately 5.4%. Knowing that renovations would be needed again in a short
time, the university chose arelatively short maturity of 15 years” for the bonds.

2 A 15-year maturity was reported in awritten bond covenant. However, one respondent indicated that the
maturity is 17 years.
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One respondent at University B indicated that the life span of the hotel and
conference center could be infinite (or at least aslong as the university could “keep it
going”). The other respondent said that the life span of the hotel and conference center
could be viewed as the length of time over which the Internal Revenue Service (IRS)
allows the university to depreciate the building. According to him, the IRS allows hotels
to depreciate their buildings over 41 years and motels to depreciate their buildings over
31 years. He said that University B’s hotel and conference center depreciative life falls
between those two categories.

UNIVERSITY C

Located in an urban area on a 110-acre campus, University C supports nearly
6,500 undergraduate students, 3,300 graduate students, and 2,700 students in professional
programs. The private, Christian-affiliated university constructed its hotel and
conference center in 1989 as a venue for hosting conferences and meetings associated
with the university’ s medical center and hospital. Since the opening of the conference
center, the university has sold its hospital (which, with alarge receivables account, was a
major financial drain on the university), but has maintained its relationship with the
medical center. Asaresult, the hospital is no longer a mgor customer of the hotel and
conference center.

The university’s hotel and conference center, currently operated by an external
management company with aflag, adjoins a student center, administrative offices, and
student dining facilities. The university’s Associate Vice President for Auxiliary
Services oversees the management contract and works closely with the management
company to insure that the hotel and conference center operate smoothly. University C's
hotel and conference center boasts 145 guest rooms; alarge ballroom with the capacity to
seat 980 people banquet-style; 13,000 square feet of meeting space with five conference
rooms and an elegant boardroom; and three restaurants, a pub, and afood court.

Only one person was available for an interview at University C. Asthe Director
of Finance and Investments at University C, the respondent has two responsibilities
during capital projects like building a conference center. First, heis part of the
committee planning process. In addition, his office performs the financial analyses for
each capital project. To do this, employees in the office determine future operating costs
from experts “on the front lines,” then plug the numbersinto financial models. They
allocate a cost of capital to the project, then let the decision makers know what the
potential return for the project is.

The situation at University C issimilar to the situation at University B, in that the
leaders responsible for structuring the hotel and conference center deal no longer work at
the university. The respondent at University C was able to speak to his own knowledge
of the history of the hotel and conference center, but was not able to offer first-hand
experience. Hedid, however, explain how the university might finance a conference
center if it were building one today.
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Pillar One: Estimate cash flows over the life cycle of the project

Several feasibility studies were conducted for the hotel and conference center
project at University C, but those documents were unavailable for this study. A
consulting company may have conducted revenue projections, but the respondent
believed that the management company selected to operate the facility performed the
bulk of the projections. According to the respondent, the revenue projections were far
more aggressive than they would be now if the university were considering asimilar
project today. In addition, he indicated that, since the management company’ s interests
and the university’ sinterests are not perfectly aligned, the university probably would not
have the vendor perform the revenue projections today.

At the time of the conference center’ s planning, the university did not pay
attention to “cash flow,” per se, but to “income” as a performance metric. Today,
according to the respondent, the university views “cash as king,” assessing projectson a
cash flow basis. Because of |essons |earned with the hotel and conference center and
other previous projects, the university now performsits own cash flow analyses using
Monte Carlo ssimulations and other scenario examinations. According to the respondent,
scenario analysis of capital projectsisone of the larger weaknesses at University C.
Because no one at the university has in-depth expertise at estimating the volatility of
major costsin specific areas like concrete, milk, or other supplies, the accuracy of
revenue and expense projectionsis, at times, questionable. He acknowledged that this
can be the case at corporations as well, saying, “If the input is crap, it doesn’t matter who
makes the projection.” The respondent indicated that hisfinancial planning staff runs
capital project scenarios for thirty yearsinto the future, but does not “put stock” in
anything past ten years. Now, with uncertainty surrounding capital decisions and
operating environments, he questions the reliability of analyses that reach beyond five
years.

Pillar Two: Determine the project’s cost of capital

The hotel and conference center at University C was financed with a small private
gift and with debt. While the respondent was unsure of the actual cost of that debt, he
indicated that the university uses a cost of capital equaling the current 10 to 30-year tax-
exempt municipal bond rate. Currently, that rate is approximately 5%. They then add a
risk margin of 0.5%, bringing the cost of capital to around 5.5%. In the past, the
university haslooked at private gifts with an opportunity cost of about 10%. However,
because including the endowment cost inflates the cost of capital, the university no longer
allocates the cost of capital to gift funding for psychological reasons.

In the planning stages of the hotel and conference center, the university officials
expected the hotel and conference center to cover its debt service and operating expenses
at ahurdle rate in excess of 6-6.5%. However, due to the medical center’s drain on
revenues, the hotel and conference center has not been able to achieve that goal. Some of
the original debt has been retired and some has been refinanced and converted to a
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variable rate. Nevertheless, the main campus of the university is subsidizing the hotel
and conference center operations at this point.

Pillar Three: Identify and manage risk issues

The respondent at University C discussed severa kinds of risk that the university

faces with theinitial phases of capital projects:

» Forecasting risk: the possibility that cash flow projections are inaccurate.
Scenario analysisrisk isrelated to forecasting risk. The accuracy of
assumptions and the vigor of analyses contribute to the quality of
projections. Adding several basis points to the cost of capital cushions
some of thisrisk.

* Market risk, due to the time it takes to move a project from the initial
planning to the financing and construction phases. Interest rates and
construction costs may fluctuate during thistime. Adding several basis
points to the cost of capital also cushions some of thisrisk. At University
C, thefinancial planners build in approximately 100 basis points to
cushion the accuracy of cash flow projections and changes in market
conditions.

Pillar Four: The investment(s)

Theinitial capital outlay required for University C's hotel and conference center
was approximately $51 million. Thisincludes the cost of a parking garage and common
spaces shared with the adjacent student center. The respondent indicated that the actual
construction costs were considerably higher than theinitial cost estimates. During the
building phase, the university hired an outside consultant to manage cost overruns and fix
other problems associated with the construction. The mistakes made during this phase
ultimately cost the vice president in charge of the project hisjob.

Based on his experience with hotels and campus buildings, the respondent
indicated that the life span of University C’s hotel and conference center probably is
around thirty years. He mentioned that the university could issue forty-year debt on a
similar building and that accountants depreciate the building over fifty years.

UNIVERSITY D

In 1991, University D purchased a retirement home from a private developer and
converted the building into a multiple-use facility that includes student apartments and a
hotel and conference center. Currently, an external management company operates the
entire facility with aflag. Similar to owner-operator relationship at University C, the
Associate Vice President for Auxiliary Services at University D oversees the hotel-
conference center-residence hall management contract. The hotel and conference center
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portion of the facility houses 103 deluxe suites, 11,000 square feet of meeting space with
19 flexible meeting and conference rooms, a restaurant, and a pub.

University D hosts approximately 13,900 undergraduate students and 2,800
graduate students on its 321-acre, suburban campus. With forty undergraduate majors,
the public university focuses on teaching rather than on research. The mgjority of the
hotel and conference center’ s business (85%) is attributed to local, corporate, and social
customers, while only asmall portion of its business (15%) is generated by the university
itself.

Pillar One: Estimate cash flows over the life cycle of the project

To determine the feasibility of the new hotel and conference center project and to
devel op expectations of future cash flows, University D employed an outside consulting
firm to conduct a market study. Based on an analysis of the site and surrounding area, a
review of the markets available to the proposed center, and an analysis of the overall
competitive environment, the consultant estimated demand and associated utilization
rates and rate structures for the first five years of operation, assumed to commencein
early 1993. The following assumptions went into the consultant’ s estimates:

* The conference center wing of the facility will include approximately

5,200 square feet of dedicated meeting space consisting of alarge meeting
room divisible into two sections and seating up to 75 people theater-style,
five other conference rooms seating from 25 to 40 persons, and four
breakout rooms;

* Recommended conference dining room of approximately 140 seats
including the capability for provision of private dining;

* Recommended recreation lounge/pub for conferees and other hotel guests,

* Useof Complete Meeting Package (CMP) pricing approach;

» 106 guest suites, which represents approximately half of the available
units at the facility (the remaining rooms would be used as student
residences);

» Theoverall potential for group meeting demand from within the defined
market area requiring overnight accommodations, combined with
University generated and other types of transient demand

» Thesize of the guest room component at other somewhat comparable
university residential conference centers, taken in the context of typical
extended periods needed to reach stabilization for larger properties,

» The selection of areasonable minimum number of guest unitsto allow for
flexibility in scheduling multiple conferences requiring overnight
accommodations, and to provide reasonable opportunity for coverage of
fixed costs of the operation of the Center

Based on the consultant’ s feasibility study, projected pre-opening costs, and a
capital outlay budget, the selected external management company developed a pro forma
for the conference center. Thistwo-year pro forma, for years 1993 and 1994, several
projections for three potential permutations of the facility, including (1) residential
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leasing only (2) conference center only with 106 guest rooms, and (3) conference center
only with 55 guest rooms. The following assumptions were used for the pro forma:

* The conference center will come on-line April 1, 1993.

» The parking deck will be constructed July 1, 1993.

» Utilitiesfor the property, which currently run approximately $150,000
annually, will be borne directly by the University and, therefore, and not
included in the pro forma numbers

*  Occupancy percentages for the 106-room scenario will be 35% for the first
year, and 46% for the second year. For the 55-room scenario, occupancy
percentages will run approximately 5% less, due to the fact that marketing
efforts will be constrained to smaller groups.

Pillar Two: Determine the project’s cost of capital

Typicaly, University D issues non-taxable bonds through the state to finance
academic buildings or through the state’ s university system to finance auxiliary buildings.
The university system issued a 20-year, 6.41 percent, $16,850,000 bond to finance the
purchase of University D’s conference center project. According to one respondent, the
bond issue consists primarily of tax-exempt bonds, but may include some taxable bonds
because of the building’ suse. The other respondent indicated that the entire bond issueis
taxable. A third source, awritten communication from the former Associate Vice
President for Auxiliary Services, indicates that the debt is non-taxable.

The officials at University D have not stated explicitly arequired rate of return for
the hotel and conference center. The facility is expected to contribute to the “fund
balance,” that is, it is expected to cover its debt and operating expenses and is hoped to
return some money to the university.

Pillar Three: Identify and manage risk issues

The respondents at University D indicated that several types of risk influence

capital projects:

» Cost of debt. The state in which University D operates manages the cost
of debt for academic facilities. The state university system manages the
cost of debt for auxiliary buildings. Debt for academic buildingsis
recorded on the state’ s books rather than on the university’ s books, but
debt for auxiliary buildingsis carried on the university books. The state’s
debt managers monitor interest rates and maintain a high credit rating.

* Time. Going through the state queue to obtain funding for capital projects
takesalong time. Very often, project managers must estimate project
costs three to five yearsin advance. In the time between estimating costs
and obtaining funds, assumptions and market conditions may change. One
respondent at University D indicated that he prefers to “put something
together” over several years and to use operating funds for certain capital
projects instead of “going through the state hoops’ to obtain funds.
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Initsfeasibility report, the independent consulting firm mentioned several other

forms of risk associated with this project:

» Evolving nature of events. “Our report and estimated results are based on
estimates and assumptions which are inherently subject to uncertainty and
variation depending upon evolving events. Some assumptions inevitable
will not materialize and unanticipated events and circumstances may
occur; therefore, actual results achieved during the period will vary and
the variations may be material.

* Managerial risk. “We did not evaluate the effectiveness of management
and we are not responsible for future marketing efforts and other
management actions upon which actual results will depend.”

* Regulatory risk. “No effort has been made to determine the legal and
regulatory requirements applicable to this project, including zoning, other
state and governmental regulations, permits, and licenses. Furthermore,
no effort has been made to determine the possible effect on this project of
present or future governmental legislation relating to environmental or
ecological matters or interpretations thereof.”

Pillar Four: The investment(s)

University D purchased its conference center facility in 1991 from a private
developer for $16,850,000. Originaly constructed as a retirement home, the building
was converted to residential apartments, lodging suites, and meeting facilities. Officials
at the university had hoped to buy the building at auction in order to receive a lower
price. However, there was concern that this action would be viewed as taking unfair
advantage of the university’ s public sector, non-profit status. In the interest of fairness
and public relations, the university purchased the building directly from the devel oper.

There is some conflicting information regarding the purchase price of the facility.
In a 1990 letter to University D’ s President, the private devel oper offersto sell the
building for twenty million dollars. That amount was to include the finishing carpets,
appliances, etc. of the 202 apartment unitsin the building. A subsequent letter from the
President to the Chancellor confirms the twenty million dollar sale price aswell as
introduces a reduced price of $19,800,000 for the building without the renovations. One
respondent said that the purchase price was $16,850,000 and provided a memorandum
from the state' s university system indicating that same amount on a bond issue
designated for the building. According to this respondent, the price was determined
using the professional appraisers method required by the state’' s procurement
regulations.

UNIVERSITY E

Located in a suburban area on a 1,133-acre campus, University E accommodates
13,700 undergraduate students, 7,100 graduate students, and 1,600 studentsin
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professional programs. The university’s foundation owns several hospitality facilities,
two of which were studied for this project. Thefirst facility, known here asfacility E1, is
situated on 573 rural acres outside the university’s core campus. As the property was
contiguous to the university’ s golf course and other properties, the university purchased
the facility (through the foundation mechanism) when the opportunity arose in 1989.
Another factor driving the purchase of the resort was its potential for becoming the
university’s primary conferencing facility. The university intended to purchase the resort
then ground-lease it to an external management company willing to absorb the operating
risk. However, adrop in the real estate market in the late 1980s forced the university to
take full responsibility for the financial and operating risks. The university purchased the
facility in 1989 and hired a management company to operateit. Citing cultural
differences between the out-of-state management company and the local community, the
university’ s foundation regained operational control of the resort in 1990.

Asaresort, E1 boasts an 18-hole golf course, sports club, and spain addition to
its 171 guestrooms and three restaurants. Advertising 11,000 square feet of “uncommon
space,” the resort has a 3,300-square-foot ballroom, 14 flexible meeting rooms, and 11
private function rooms. Purchased by the university’ sreal estate foundation in 1989 for
itsreal estate value, the resort was managed externally for ayear. Currently, the resort
enjoys a customer mix of approximately 40% transient business and 60% group and
corporate business.

The second hospitality facility associated with University E, known as facility E2,
isahotel conference center located at the edge of the suburban university’ s core campus.
Built in 1965 then purchased and renovated by the university’ s foundation in the late
1990s, the hotel sits on approximately 1.7 acres, contains 118 guestrooms, and boasts
4,000 square feet of flexible meeting space. . At the time of the hotel’ s purchase, the
university foundation was hoping to acquire real estate near the university and was
looking at several potential properties to purchase. Simultaneously, the hotel’ s owner
was wishing to sell the property, which is surrounded on four sides by the university.
The foundation purchased the property with the idea of eventually demolishing the hotel
and converting the land to an aternative use. During initial renovations of the hotel, the
foundation approached the university’ s Conference Services division about assisting
financially with the renovations and becoming aresident in the building. Conference
Services built six meeting rooms and a catering kitchen, which the division now
managers. An external management company (without a flag) operates the lodging
portion of the facility and uses a franchised name. The management company of this
facility and the general manager of E1 both report to the university foundation’s Director
of Asset Management.

Pillar One: Estimate cash flows over the life cycle of the project

Future cash flow estimates for resort E1

No information regarding cash flow projections of E1 was available.

67



Future cash flow estimates for hotel E2

A hard copy of a Power Point presentation delivered by arealty consultant to
University E’'s foundation board indicates that the consultant developed a ten-year pro
formato determine the “market” justification for the proposed purchase price of hotel E2.
Oneinterview respondent estimated yearly revenues were projected at $600,000-700,000.
The consultant’ s actual pro formawas not available for this case study, but the
presentation provides a summary of the analysis. Assumptions of the financial analysis
were:

* Projected first year occupancy of 67 percent, increasing to 69 percent in

year three and thereafter

» Projected first year average daily room rate of $61.19, increasing at 2.5

percent per annum

» Projected first year net operating income of $634,000

» Projections of other revenues and expenses based on historic operating

results of the property

With these assumptions, the consultant calculated the net present value of
projected pre-tax cash flows using discount rates of 9.0% (NPV=%$6.3M), 10%
(NPV=$5.9M), 11% (NPV=$5.5M), and 12% (NPV=$5.2M)°. These values were
calculated on cash flows before debt service and depreciation, but after preliminary
projection of capital expenditures (preliminary projection of $1.7 million over aten-year
period). The cash flow projections did include the projected residual value of the
property in year ten.

Pillar Two: Determine the project’s cost of capital

According to one respondent, University E’s foundation uses a cost of capital of
LIBOR plus50. The foundation uses lines of credit at two banks, both of which carry the
LIBOR plus 50 rate. Moniesfrom these lines of credit are used for construction and
renovation loans.

Cost of capital for resort E1

To fund the purchase of resort E1, University E disinvested a portion of its
unrestricted endowment funds. This was a non-interest-bearing loan that constituted
much more than 25% of the capital structure. Approximately $10 million came from a
Sallie Mae loan at LIBOR plus 60 and a very small portion came from the assumption of
an outstanding loan from an insurance company .

% For the scenario analysis (reported under Pillar Four: The investment), the consultant’s report indicates
the use of $2.1 million in pre-tax, operating cash flow over the ten-year holding period to calculate the net
present value of Alternative One.
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University E expects arate of return higher than 8% on its endowment funds,
which were alarge source of financing for resort E1. Nevertheless, several factors
influenced university officials to lower their expectations for resort E1. To purchase the
property in 1989, the university exercised an option upon the owner’s death. This price,
established and set by contract at the height of the market in 1985, may have been
considered excessive when the market dropped in 1989. In addition, maintenance costs
for the “rambling” facility with primarily wooden buildings traditionally run high. Given
the high purchasing and maintenance costs of the resort, university officials felt an 8%
expected annual return on resort E1 was reasonable. While the resort has not met this
goal yet, the foundation is developing a strategic plan to increase its returns.

Cost of capital for hotel E2

The purchase of hotel E2 at $6.7 million in 1999 was financed completely with
bank debt at LIBOR plus 50, backed by a comfort letter from the university”. Later, the
loan was put into an interest rate swap that fixed the rate. The foundation is preparing to
refinance hotel E1 and another hotel by purchasing a letter of credit from abank and
issuing $50 million worth of bonds at LIBOR plus 75. At that point, the comfort letter
will come off of the previousloan. Therate of LIBOR plus 75 was determined by the
bank’ s examination (due diligence) of the foundation’s ability to repay the debt and by
the bank’ s assumption of liens on the two hotel properties.

Pillar Three: Identify and manage risk issues

Risk associated with resort E1

When University E decided to purchase resort E1, it had hoped to ground lease
the facility to an external manager. The lessee would have managed the facility and
would have paid the university rent based on the value of the property and on operating
receipts. The lessee would have had compl ete discretion over the facility’s operations
and upkeep. This arrangement transfers alarge majority of the operating and financial
risks to the lessee. In 1989, when the university purchased the resort, the real estate
market dropped. The university could not find any operator willing to take the risk
associated with aground lease, so the university was forced to absorb all of the financial
risk. The university paid an out-of-state management company to run the facility for a
year then decided to bring the resort back into local operation.

* The comfort letter implied that the university would back the foundation financially if the foundation were
to default onitsloan. Thisimplicit backing servesto reduce the bank’s perception of risk and lower the
foundation’s cost of debt.
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Risk associated with hotel E2

According to one respondent, University E’s foundation board members did not
discussrisk in detail during the financing and purchasing stages of hotel E2. With regard
to potential variancesin future cash flows, the board indirectly managed risk by assuming
conservative revenue growth.

The respondent indicated that, during the financing discussion, the board debated
the advantages and disadvantages of assuming variable-rate and fixed-rate loans’. The
foundation assumed a variable-rate loan then placed it into an interest rate swap to fix the
rate. In the respondent’swords, “We're dealing with university [money]. We can't
afford to make a mistake.”

Pillar Four: The investment(s)

Life span of resort E1

When University E’s foundation purchased resort E1 they intended for it to serve
asthe university’ s conference center in the future. According to one respondent,
university and foundation officials considered the life span of the resort to be infinite; it
was “considered aforever building, just like those on grounds’ [quote from R2]. Unlike
hotel E2, resort E1 was acquired by the university to remain in operation indefinitely asa
hospitality facility. However, any formal estimates of life span were unavailable for this
case study.

Capital outlay required for resort E1

As mentioned earlier, university officials were interested enough in acquiring
resort E1 to purchase an option to buy in 1985. This option contract established the terms
of sale, including the process of valuation. The purchase price was determined by
employing three appraisers. one employed by the late owner’ s estate, one employed by
the university foundation, and one independent appraiser. According to a1987 analysis
conducted by the university’ s foundation, the first two appraisers valued the resort at
$18,740,250 and $24,677,122 a difference of 31.7%°. A “compromise” appraisal was
accepted, but information on that price was unavailable for this study.

Life span of hotel E2

The foundation viewed the life span of the hotel facility, E2, differently from the
life span of resort E1. Because the hotel islocated on a*“prime” lot near the university’s

® According to the respondent, this type of discussion istypical for University E’s foundation board.
® One respondent at University E estimated that the purchase price of resort E1 was approximately $18
million in 1989. The other respondent indicated the purchase price was in the range of $18-22 million.
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core campus, the foundation wanted to acquire the real estate beneath it. The
foundation’s primary concern was not the feasibility of the hospitality business. Instead,
the officials were interested in best use and highest value of the property. They foresaw
the eventual demolition of the hotel and the transformation of the land to an alternative
use. They aso believed the hotel building was good for another ten years before major
renovations would be needed. An external realty consultant, under the direction of
foundation executives, considered two investment scenarios. The first scenario
(Alternative One) involved funding the acquisition of E2 with 100% third-party debt,
holding and operating the hotel, and demolishing the building when the land is required
for aternative use in the future. Using a 10% discount rate, the consultant estimated the
net present value of this scenario at negative $1.9 million’. The second scenario
(Alternative Two) involved purchasing the property with cash, ceasing hotel operations,
and demolishing the property immediately. At a10% discount rate, the consultant
estimated the net present value of this second scenario at negative $6.3 million®. To
rationalize their decision, foundation officials indicated that, at the end of ten years, they
would have paid $1.9 million for the land under Alternative One or $6.3 million for the
land under the Alternative Two. Believing that the hotel building would be good for
another ten years of operation, they chose the scenario with the lower net cost
(Alternative One).

Capital outlay required for hotel E2

According to one respondent, the initial capital outlay required for hotel E2 was
approximately $6.7 million; $5.5 million went toward the purchase and the remainder
funded renovations. The realty consultant’s presentation/report indicates that the
purchase price was estimated at $5.7 million and additional capital costs were estimated
at $1.7 million. Initialy, the foundation board felt that the purchase price was too high.
However, they felt that the land value would only continue to rise, so they went ahead
and purchased the hotel for $5.5 million in 1999.

SUMMARIZED RESULTS

The previous section of this chapter displays the results of interviews and
secondary data analysis from each university individually. The following section
combines the findings from all five universities and organizes the results under four
important topics (The Four Pillars of Project Vauation and Management) related to the
study’ s research questions. A review of the research questions posed in this study
follows:

" Other assumptions: holding period of 10 years, interest rate of 8%, amortization period of 25 years,
balloon payment date at end of year ten, and demolition cost of $584,000 (1998%). Justification for the
10% discount rate (beyond the inclusion of an 8% interest rate) is not provided in the presentation/report.
8 Assumed demolition cost of $584,000 (1998$).
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Pillar One How do university officials estimate the future cash flows of their
conference center investments?

Pillar Two How do university officials determine an appropriate cost of capital for
conference center projects?

Pillar Three  How do university officials identify and manage risk issues with regard to
developing university conference centers?

Pillar Four ~ How do university officials determine the appropriate investmentsin
materials and other resources when devel oping conference center projects?

Pillar One: Estimate cash flows over the life cycle of the project

Except for one university conference center (E1) where information about cash
flow projection methods was unavailable, the properties represented in this case study
showed evidence of pre-construction or pre-purchase cash flows projections in some
form or another. Table 4.4 displays a summary of information regarding each university
conference center’s cash flow projections. Universities A, D, and E (E2) hired
professional consultants and/or potential management companies to develop assumptions
and estimate cash flows for their university conference centers. For facility A and hotel
E2 the consultants constructed 10-year financial projections. In these two cases,
projections were based on volatile hotel occupanciesfor the first two operating years and
on a stabilized occupancy rate for the following years. For facility D, a hospitality
consultant developed occupancy and rate projections, which a management company
used to construct atwo-year pro forma.

The respondents at University B were not aware of any cash flow projections that
may have been produced by a consultant for the origina construction and operation of
their hotel and conference center. Similarly, the respondent at University C
acknowledged the performance of cash flow projections by his conference center’s
external management company, but indicated that the projections were no longer
available. The respondents at both universities, however, were able to address how cash
flows might be projected today if their universities were either investing in major
conference center renovations or investing in a new conference center. At University C,
the respondent revealed that the university’ s office of finance and investments presently
conducts scenario analyses and constructs cash flow projections for facilities projects “in-
house” (including procedures not performed for the hotel and conference center during its
planning phase). The office collects data, runs scenario analyses like the Monte Carlo
simulation, and projects cash flows ten yearsinto the future. The respondent indicated
that, for his own purposes, he will run thirty-year projections, but that he does not put
much faith in projections beyond five or ten years.

The procedure that a respondent at University B followed for projecting the
financial impacts of recent renovations at his hotel and conference center varied greatly
from those at University C. Because the conference center was aready in operation at
the time of hisrequest, the respondent (the conference center’ s director) needed only to
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outline his capital needs and describe his strategy for achieving the conference center’s
goal of breaking even. To do this, he divided the expected debt service by the number of
guestrooms and cal culated the room rate increase necessary to cover the debt.

When asked about their conference center’ s expected life span, respondents
answers ranged from 10 yearsto forever (Table 4.4, column four). However, the termina
year of the cash flow projections did not correspond with the expected life span of any of
the universities’ conference centers (with the exception of case E2; see Table 4.4).
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Table4.4. Summary of Pillar One (estimating cash flows over thelife cycle of the
project) resultsfor five universities.

University

Who performed
cash flow
projection?

Assumptions

Life span of

conference center

Duration of cash
flow projection

Performance metrics
calculated?

A Hospitality Full-service Ten years, from Investment value
consultant university hotel and 2003/04 to 2012/13. | versusinvestment
conference center; Began with cost, whichisa
125 guestrooms; projections for discounted cash
125-seat restaurant; 2003/04, 2004/05, flow and income
five private dining and athird capitalization
rooms; ~18,000 “stabilized” year, procedure®
square feet of which served as the
meeting space; ~200 basis for the rest of
outdoor parking the projection.
spaces
Current auxiliary Full-service 50-100 years Ten years, from Goal to meet
staff university hotel and | (R1&2)* 1995/96 to 2003/04 program needs
conference center; 35-50 years (R3)
150 lodging rooms;
125-seat restaurant;
two private dining
rooms; 12
conference rooms
B Information Saleswould remain Forever, or aslong Information Projected that
unavailable for constant; increased asyou can keep it unavailable renovations would
origina financing. costs would be going (R1)* be self-sustaining
Conference center’s | negligible; room
operating director rates must increase 31-41 years,
estimated impact of $15 to cover debt according to IRS
renovationson sales | service; renovations | depreciation rules
in 1999/2000. would be self- (R2)
sustaining
C Consultant, external Information 30 years Information Information
management unavailable unavailable unavailable
company
D Hospitality ~2,500 sguare feet Information Two years, from Information
consultant, external of flexible meeting unavailable 1993 t0 1994 unavailable
management space; 140-seat
company dining room; use of
CMP pricing
approach; 106 guest
suites; occupancy of
35% for first year,
46% for second year
El Information Information Forever Information Information
unavailable unavailable unavailable unavailable
E2 Realty consultant First year 10 years 10 years Net present value

occupancy of 67%,
increasing to 69% in
year three and
thereafter; projected
first year net
operating income of
$634,000;
projections of other
revenues and
expenses based on
historic operating
results

*R1=Respondent One at the corresponding university, R2=Respondent Two, etc.

 Assumptions: 5.5% mortgage interest rate; 20-year amortization period; 3.0% stabilized inflation rate;

9.5% terminal capitalization rate; ten-year holding period; 7.55% calculated discount rate
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Pillar Two: Determine the project’s cost of capital

Two of the primary sources of capital utilized by the universitiesin this study for
conference center projects are tax-exempt bonds and private gifts, asindicated in the cost
of capital summary Table 4.5. The universitiesin this study display a cost of capital
ranging from approximately 5.4% (University B) to 6.5% (University C).

To determine their cost of capital, the universities studied here include only their
actual cost of debt. For the most part, they do not consider the opportunity costs
associated with private donations or other sources of capital. The respondent at
University C indicated that the university used to look at private gifts with an opportunity
cost of about 10%. Because including the endowment cost inflates the cost of capital,
that university no longer allocates the cost of capital to gift funding for psychological
reasons. Similarly, as University E expects to receive areturn on its endowment funds it
included these expectationsin its performance standards for resort E1 (which used
endowment funds as a major source of its financing). Combining its expectations for
equity returns and its actual cost of debt for resort E1, the university hoped to receive an
8% rate of return on itsinvestment. Unlike E1, because most of these facilities are
operated as auxiliary services' through the university, their only investment requirement
isto break even. This means that they must cover their own operating costs and debt
service, and in some cases, contribute to an operating reserve.

Table4.5. Summary of Pillar Two (determinethe project's cost of capital) results

for five universities.

How determined

University
A ~6% for facilities projects

Cost of capital estimate

Typical actual cost of debt

Capital sources/structure
Bank debt, bonds, private contributions, sate
general funds

~5.7% for new hotel and

Actual cost of debt

Tax-exempt revenue bonds (60.13%); proceeds

conference center from sale of current hotel and conference center
(19.72%); private contributions (18.65%);
auxiliary reserves (1.49%)
B ~5.5% on original construction | Actual cost of bonds Private gift ($100K-500K); debt (bank
mortgage OR bonds at $2.5M)
~5.4% for renovations Trueinterest cost of 15-year Bonds

completed in 2000

bond issue

C ~5.5% for facilities projects

Cost of 10- to 30-year tax-
exempt municipal bonds plus
50 basis points for cushion

Municipal bonds, gifts

~6-6.5% for hotel and

Cost of debt plus small margin

Private gift, bonds

conference center for risk and percentage to
cover debt service
D Information unavailable Non-taxable debt issued through state
university system
6.41% Cost of bonds to purchase Bonds (taxable and non-taxabl €?)
building
E ~LIBOR plus 50 Actua cost of bank line of Bank LOC; bank loans, endowment funds
credit
E1l ~8% Implicit required rate of return | Unrestricted endowment funds (no interest),
bank loan at LIBOR plus 60, assumption of
small loan from insurance company
E2 LIBOR plus 50 for purchase Actua cost of debt Bank loans, with comfort letter from university

LIBOR plus 75 for refinancing

Actual cost of bonds

Bonds, with letter of credit from bank

10 Exceptions include resort E1 and hotel E2, which are operated through the university’ s foundation
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Pillar Three: Identify and manage risk issues

The participantsin this study identified a number of risks associated with
developing and operating a university conference center, from inflationary risk and
market risk to capital campaign risk and reputational risk. This section provides a
discussion of the risk issues that were brought up during more than one interview. As
such, these risk issues represent reoccurring themes from the interviews. A summary of
risk issues and risk management strategies appearsin Table 4.6, while additional
discussion of each university’ srisk issues appearsin the first part of this chapter.
Respondents at two universities (A and C) specifically mentioned the impact of time on
the financia risks associated with university conference center investments. During the
time that it takes to move a capital project from the initial planning phase to the financing
and construction phases, interest rates and construction costs fluctuate. A respondent at
University A referred to this as “inflationary risk,” while the respondent at University C
termed it “market risk.” To mitigate thiskind of risk, planners at University A may
establish abid contingency. At University C, administrators deal with this type of risk by
building approximately 100 basis pointsinto a hurdle rate to cushion the accuracy of cash
flow projections and changes in market conditions. Related to thistype of risk is interest
rate risk, which impacts each university’s cost of debt. In most cases (specifically
mentioned in cases A, D, and E), experienced debt managers watch interest rates closely
to develop an understanding of interest rate fluctuations and patterns. Then, they will use
either afixed or avariable interest rate on the debt, depending on which kind of interest
rate structure they feel will benefit the university the most. One respondent at University
E indicated that the foundation prefers to use fixed-rate debt, which seemsto carry less
risk than variable-rate debt. Though not a practice common to all of the universities
studied here, University D and University E have used interest rate swaps to reduce
interest rate risk as well.

Another risk issue mentioned during the interviews was that of “forecasting risk”
or “operational risk.” Thistype of risk is associated with the accuracy of cash flow
projections. It involves unforeseen changes to assumptions like number of lodging
rooms, occupancy rates, and average daily rates, which ultimately impact cash flow
projections. It also encompasses the vigor (or lack thereof) of scenario analyses and the
quality of projection inputs. Planners at University C add several basis points to the cost
of capital to cushion some of thisrisk, while administrators at University A plan to offset
any shortcomings with cash reserves.
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Table4.6. Summary of Pillar Three (identify and manage risk issues) results for
five universities.

| University Risk issue and description e
A Inflationary risk: input costs rise during thetime it takes | Establish bid contingency
to move a capital project from approval of project cost
to bid
Capital campaign risk: occurs when fundraisers are Foundation can provide an advance of unrestricted
unable to meet campaign goal endowment funds until goal is met
Operational risk: unforeseen changes to assumptions Shortfalls offset by draws from auxiliary’s reserves
supporting feasibility plan
Interest rate risk: interest rates (cost of debt) fluctuate Debt manager keeps close eye on interest rates; use
conservative interest rate estimate within reasonable
range
Financial risk: conference center may not generate Shortfalls offset by draws from operating reserves
sufficient revenues to pay bonds
Competitive risk: possibility that conference center will Build more meeting space than lodging space to support
be perceived as competing with local businesses local hotels; do not market conference center locally
Reputational risk: bad/good customer experience No information
reflects on university’ simage
B Economic risk: state agencies are a huge source of Because conference center employees are state
conference center business. When state reaches employees, they cannot be laid off in economic crisis.
economic crisis and cuts agency budgets, the May try to reposition product temporarily and develop a
conference center suffers. different customer mix, or may try to rideit out.
Expansion of local supply generates more competition. Position as full-service hotel and conference center,

which offers more amenities and services than local,
limited-service hotels.

Weather: perceived lack of accessibility in winter Market to skiers and other special groupsin winter;
months reduce winter rate to stimulate demand

C Forecasting risk: potential inaccuracy of cash flow Build premium into discount rate
projections; weakness of scenario anaysis
Market risk: input costs rise during time it takes to Build 100 basis pointsinto discount rate; establish
move project from planning to construction; weakness guaranteed maximum price
in managing construction costs
Interest rate risk: interest rates (cost of debt) fluctuate Interest rate swaps

D Interest rate risk: interest rates (cost of debt) fluctuate Maintain good credit rating; state and university system

manage cost of debt

Time: going through state queue for project approval Use cash reserves when possible for capital projects
takes alot of time; input costs fluctuate during this time

E1l Operating risk: when resort was purchased during a Foundation bought the property and hired a
drop in the real estate market, no one was willing to management company to operate it; Foundation
take on the financial risk of aground lease absorbed the financial risk

E2 Operating risk: potential fluctuation in cash flows Assumed conservative revenue growth
Interest rate risk: variable versus fixed interest rate Swapped variable rate for fixed rate

Pillar Four: The investment(s)

The university conference centersincluded in this study fell into two categories:
those that were built or are going to be built by the university (A, B, C), and those that
were purchased by the university (D, E1, and E2). Itisdifficult to compare the capital
requirements of the facilities, as they each possess unique features. However, asummary
of theinitial capital outlay required for each conference center appearsin Table 4.7.

Information regarding the method of determining theinitial capital outlay
required for each conference center was not available for two of the facilities (B and C).
For those where information was available, the universities appeared to follow similar
procedures for determining capital requirements (Table 4.7.). In cases A and C, where
the universities built their own conference centers, construction cost estimates were based
in part on university administrators experience with facilities projects. At University A,
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construction costs were estimated by the university’ s architect, while at University B,
renovation costs were estimated by the conference center’ s director and by contractors.
For the two universities that purchased their conference centers (D and E), the price was
determined using a professional appraisers method. Through this method, the buyer and
seller each hire an appraiser and share the cost of an independent appraiser. The three
appraisers estimate the value of the property. Based on that input, the buyer and seller
then settle on a price.

For the most part, the respondents in this study indicated that a university
conference center investment could be expected to last at least 30 years (Table 4.7).
Some respondents (A, B, E) believed a university conference center could last 100 years
or longer, perhapsinto infinity. The only exceptionsto this trend were facility D, where
information was not available, and facility E2, where the university’ s foundation
expected to demolish the building within ten years and put the land to an alternative use.

Table4.7. Summary of Pillar Four (the investment) resultsfor five universities.

University Capital outlay required How determined Life span
A $33,613,000 Programming conversations; university 35-100 years
architect’s estimate
B ~$2.5M to construct; $750K additionin | Information regarding original 31 yearsto forever

early 1900s; $1.5M renovationsin 2000 | construction estimate unavailable;
renovation estimates based on
director’s experience and contractors’
cost estimates

C $51M to construct hotel, conference Information unavailable 30 years
center, parking garage, and common
areas shared with student center

D $16,850,000 Professional appraisers’ method Unavailable

E1l $18-24M to purchase Three appraisers Forever, with lots of maintenance

E2 $6.7M Actual purchase price 10 more years
SUMMARY

As the research framework guiding this study, the Four Pillars of Project
Valuation and Management outline four important aspects of financial investments.
These four aspects---cash flow projections, cost of capital estimates, risk issues, and
capital outlay---and how they relate to the university conference centers investigated in
this project have been discussed in great detail in this chapter. Four tables (4.4, 4.5, 4.6,
and 4.7) summarize the evidence collected for each of the four research questions guiding
thisstudy. For the most part, the universities studied here have shown evidence of
addressing each of the Four Pillars of Project Valuation and Management. However, the
extent to which they address the Four Pillars within a strategic context is discussed in the
next chapter.

The use of the multiple case study method to this investigation has enabled the
researcher to collect volumes of rich information regarding university conference center
investments and the Four Pillars of Project Valuation and Management. The exploratory
approach has established a foundation of knowledge for future research. Chapter Five,
the concluding chapter of this document, presents the implications of this study’s results
and poses additional questions for future research.
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Five: Conclusions and Discussion

INTRODUCTION

This chapter brings to a close this study on university conference center financing
decisions. It summarizes the major research findings and presents the contributions and
conclusions of thisinvestigation. It aso sets forth additional research questions for future
studies.

This study investigated the extent to which five universities address the Four
Pillars of Project Valuation and Management with respect to their conference center
financing decisions. The study was launched in an attempt to learn more about how
American universities evaluate, plan, and fund their conference centers. It paid attention
to four important areas of project valuation and management: (1) estimating cash flows
over the life cycle of the project, (2) determining an appropriate cost of capital, (3)
identifying and managing risk issues, and (4) estimating the quality and life of investment
materials. While this exploratory study only scratches the surface of knowledge on
university conference center investments, it creates aliterary foundation for practitioners
and future researchers on the subject.

The available literature abounds with studies and examples of private sector,
corporate valuation principles and strategic management tools. In hospitality literature,
the Co-Alignment Principle emerges as an important strategic management model.
Combined with the net present value model, the Co-Alignment Principle serves as a
strong strategic tool for value-adding managers of any industry or sector. While the
literature touches on public sector financia management from a budgetary perspective, it
falls strikingly short of applying corporate financial principles to the government and
nonprofit sectors. The evidence presented in the previous chapter suggests that the
analysis conducted by universities in developing conference centers diverges from what
the literature says about the analysis conducted by private sector companies in developing
similar facilities.

UNIVERSITY CONFERENCE CENTER GOALS

The Co-Alignment Principle suggests that private sector companies view
conference centers as investments; that is, they see conference centers as vehicles for
providing areturn on their investment dollars. To achieve the highest return possible, a
value-adding manager should scan the environment to identify major forces impacting
the meeting, business, and hospitality sectors and to determine future trendsin the
conference center industry. Based on the results of the environmental scanning effort, he
or she should identify strategies and competitive methods to address the forces driving
change and to lead the conference center business into the future. Then, the firm should
allocate its resources to building those industry-leading competitive methods. During the
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strategic planning process, the manager must choose from an array of investment models
to predict the value of the conference center. A popular method is the discounted cash
flow/net present value approach, which forces the manager to project future cash flows,
determine an appropriate cost of capital (rate of return), and estimate the initial capital
outlay required for the project. A rigorous environmental scanning process improves the
quality of assumptions going into the net present value calculation. Finally, thefirm's
performance reflects Co-Alignment by providing investors with an acceptable financial
return.

The Co-Alignment Principle calls for the firm to identify and execute specific,
strategic actions during any capital decision. Thefirst action isto select adomainin
which to compete and determine appropriate business strategies. This study’ s results
indicate that universities could improve the alignment process with respect to their
conference center investments. As part of the Co-Alignment process, universities must
identify the context in which their conference centers will operate. In the private sector,
conference centers operate in a competitive, hospitality business environment.
Presumably, conference centers are constructed and operated with the goal of making
money for investors. In the university environment, however, it seems that conference
centers are developed to support universities non-financial needs. Because universities
are educational institutions rather than competitive corporations, conference centers tend
to support their needs for continuing education or professional meeting facilities
(Universities A, B, and C), hospitality space (Universities A and D), or real estate
(University E). A university’s reason for building or acquiring a conference center seems
linked to its academic goals, but only loosely (if at all) linked to any type of investment
goas. For instance, in al of the cases studied here, the only explicit investment
requirement is that the conference centers break even. While some universities hope that
their conference centers will go beyond breaking even, their targeted returns are far lower
than the private sector’ s required rates of return.

It isimportant that a university fully recognizes its reasons for developing a
conference center, as the project’s goals will drive expectations and future performance.
If university conference centers are not viewed as business investments, they likely will
not perform as such. However, it isnot clear that university officials recognize the
correlation between conference center goals and financial performance. This dynamic
brings up the broader challenge of linking educational and public service goasto
financial metrics and models. As mentioned in the introductory chapter of thistext,
educational institutions establish goals related to teaching, research, and outreach. These
goals, within the institutional culture, rarely if ever lead a university to high returns on
investment dollars. In addition, the intangible costs and benefits associated with
educational goals are difficult to quantify and plug into financial models. Asaresult, the
institutional culture does not foster the use of the latest financial and strategic
management tools. Nevertheless, universitiesinvest in facilities like conference centers
that offer auxiliary services---facilities that, in the private sector, would be expected to
provide competitive returns.
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While universities seem to be aligning their conference center investments to their
educational environment, they do not seem to be aligning them to the business
environment. |If they werein alignment with the market environment, they would require
their conference centers to achieve returns similar to or better than their private sector
counterparts’ returns. However, the evidence of this investigation shows that universities
place only marginal expectations on their conference center investments. Similarly,
university planners seem to put lessrigor into their pre-project financial analyses than
private sector investors would. Thisraises several questions:

* Why are university conference centers generally not considered business

investments as private sector conference centers are?

* Doestheregulatory environment surrounding educational institutions limit

universities consideration of conference centers as business investments?

» Doesthe education or financial training of its business |eaders/planners

impact the university’s view of conference center investments? If so, how?

* Isit acceptable for universities to hold their conference center investments

to lower financial standards than private sector investors would?

THE FOUR PILLARS OF PROJECT VALUATION AND MANAGEMENT

According to the Co-Alignment Principle, the foundation underlying all four
pillars of project valuation and management is the environmental scanning process,
which provides officials with an understanding of the university conference center’s
operating environment. By examining and understanding business drivers like demand
and supply, customer service, and room rates, the university’ s administrators and
conference center’ s operators face less uncertainty in predicting the conference center’s
future revenues and expenses. A comprehensive understanding of the conference
center’ s finances and operations results in:

» Accurate cash flow projections (Pillar One),

* Low cost of capital (Pillar Two),

* Low risk (Pillar Three), and

» Controlled construction or purchasing costs (Pillar Four).

By controlling risk and capital costs, university officials can maximize the value of the
conference center project. Taking into account the strategic relationships among the Four
Pillars and the environment, the next few sections discuss the implications of this study’s
results. Each section focuses on the four research questions put forth by this study.

Research Question One

How do university officials estimate the future cash flows
of their conference center investments?

Universities routinely hire outside experts to help them scan the environment and
estimate future revenues and costs for their conference center projects. Whether building
or purchasing a conference center, a university may hire a consultant to perform a market
study and determine the feasibility of the conference center operation. Using historical
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data, personal knowledge of the industry, and proprietary methodologies, the consultant
estimates potential demand and (occasionally) projects revenues and expenses for the
conference center. In some cases, the university’ s staff performs these functions. During
the Request For Proposal (RFP) process, the university may gather additional data on
construction costs, management expenses, or supply costs. The extent to which
university officials are able to gather thorough information and analyze it is questionable,
considering the university’ s core competencies (teaching, research, and outreach) are not
rooted in business principles. The respondent at University C explained this situation
specifically. At hisuniversity, the staffers collecting and analyzing financial information
do not have the expertise to evaluate and control the costs of inputs like concrete, carpet,
and food. Their core competencies---organizational leadership, institutional budgeting,
etc.---are not aligned with the conference center’sneeds. Theresult is, at best, avery
thorough, but inaccurate estimate of future cash flows for the conference center.
Estimating future cash flows for a conference center is nearly as difficult for businesses
asitisfor universities. Without the benefit of amagic crystal ball, managersin the
public and private sectors struggle to predict the futures of their businesses. Lack of good
information is the primary inhibitor of quality financial projections. Asthe respondent at
University C said, “If the input is crap, it doesn’t matter who makes the projection.”
However, with shareholdersto report to, hospitality businesses must manage risk (and
therefore reduce their cost of capital) by researching input costs thoroughly, conducting
sensitivity analyses, and projecting cash flowsin detail. If aprivate sector company does
not possess the competencies to support sophisticated cash flow analysis, it will perform
poorly and lose investors. Because they are not bound by traditional market rules for
investment returns universities are not forced to develop competencies in cash flow
analysis. At the same time, the absence of clearly articulated financial goals for
university conference centers seems to preclude the necessity for sophisticated cash flow
projections.

If university conference centers are devel oped for reasons other than to provide a
return for investors (See the previous section’ s discussion on Co-Alignment and
University Conference Center Goals), how important are cash flow estimatesin a
university’s decision to invest in a conference center? It is possible that cash flow
estimates, when accompanied by afeasibility study, actually influence auniversity’s
decision to invest or not to invest in a conference center. However, it is quite likely that
cash flow projections serve to insure that the university’s staff has covered all of the
bureaucratic steps required to invest capital in the project. Effectively, cash flow
projections, despite their inaccuracy, reduce the perceived risk of a conference center
facility. Future research should investigate the actual role cash flow projections play in
universities conference center financing decisions.

The results of this study suggest that universities have room to improve their
environmental scanning efforts and to challenge the rigor of assumptions going into
conference center cash flow projections. With the wealth of information accessible to
anyone, one of the biggest challenges to any investor is determining the accuracy and
usefulness of the available information. To sift through the volumes of information about
the environment, universities should formalize their environmental scanning efforts.
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Through aformal scanning process, each university will be able to identify the threats to
and opportunities for its conference center operations. Without the business
understanding that comes with a quality environmental scanning program, the university
conference center will become afinancial drain to the university. In addition to
becoming active environmental scanners, university officials should become more
comfortable with challenging the information and assumptions behind cash flow
projections.

Research Question Two

How do university officials determine an appropriate
cost of capital for conference center projects?

By improving the quality of assumptions behind cash flow projections, a quality
environmental scanning effort reduces the risk associated with operating a university
conference center and, consequently, reduces the cost of capital for the project. While
universities do not seem to have formal environmental scanning processesin place to
minimize forecasting risk, they do have systems set up to manage their cost of capital for
conference centers. First, universities (both public and private) take advantage of low-
cost, tax-exempt municipal bonds to finance their conference centers. As of September
13, 2001, the yield on a 20-year, AA-rated, tax-exempt municipal bond was 4.62%. On
the same day, the yield on a taxable corporate bond with the same maturity and rating
was 6.85%". The considerably lower yield on the municipal bond pointsto investors
willingness to accept alower return for the tax advantages they receive. The lower yield
reflects alower interest expense, which is the cost of debt, for the municipal bond issuer.
By issuing tax-exempt debt, universities are able to enjoy a significant cost advantage
over their private sector counterparts. In addition, universities are able to reduce their
cost of debt by employing debt managers to monitor interest rates and maintain good
credit ratings.

Another source of low-cost financing available to universitiesis private
contributions. In the corporate world, private contributions are considered equity capital
and come at a considerably higher cost than debt capital. Because shareholders must wait
until after debtors are paid to receive their returns, they charge corporations a risk
premium on their equity contributions. This risk premium can be measured by the
difference between average stock market returns and risk-free investment returns. For
example, during the 1990s, Standard and Poor’ s 500 stock index (S& P 500), an indicator
of overall stock market performance, provided an average return of approximately 17%"
(Gump, 1998; Barker, publication date unavailable). During that same period, the United
States Treasury Bill, an indicator of risk-free investment returns, provided an average

™ http://www.bonds.yahoo.com/rates.html, September 13, 2001

2 Warren Gump estimated the average return on the S& P 500 at 17.6% from the end of 1988 to September
30, 1998 (http://www.fool .com/EveningNews/foth/1998/foth981229.htm). Bill Barker estimated the
average return on the S& P 500 at 17.3% for the 1990s

(http://www.fool .com/school/mutual funds/indexfunds/sp500.htm).
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return of approximately 5%". In effect, the equity market satisfied arisk premium of
about 12% (17%-5%=12%) over the risk-free investment rate. This 12% premium on
equity was the return corporations had to provide in order to compensate investors for
inflation and risk. As educational institutions, universities do not issue equity securities.
Therefore, they are not subject to the same kinds of equity return requirements that
corporations are. In effect, universities treat the cost of equity capital asfree. While
private contributions appear free to universities, they actually come with opportunity
costs. The opportunity cost is the most valuable alternative that is foregone by investing
in a conference center. If auniversity decidesto invest in a conference center, it may be
missing an opportunity to place its resources in a potentially higher-return investment like
another auxiliary service or the stock market. However, because universities do not seem
to be driven by the need to provide returns on invested capital, they do not evaluate the
opportunity costs of private contributions.

None of the universities studied here evaluate the opportunity costs for equity
contributions with respect to conference center investments. Several reasons were cited
for this. First, in many cases, endowment funds are restricted to certain, specific
purposes. Donors can and do earmark their contributions for specific departments or
projects within auniversity. For instance, a Forestry graduate may specify wishes for her
donation to go directly to the Forestry Department’ s scholarship program. In this case,
those funds cannot be used to help finance a conference center. Because those funds are
unavailable for conference center financing, they are assessed with an opportunity cost.
However, the participants interviewed for this study indicated that even their unrestricted
endowment funds (the private contributions available for any purpose) are not charged
with opportunity costs. In fact, the respondent at University C mentioned that his
university looked at private gifts with an opportunity cost of 10% in the past. However,
because including the endowment cost inflates the cost of capital, the university no longer
allocates the cost of capital to gift funding. The decision not to include the 10% cost of
equity capital was purely psychological, as it made the cost of each capital project appear
prohibitively high. By not including opportunity costs in the cost of capital, university
planners are more comfortable with the potential results of the project. Obvioudly, this
action is purely cosmetic; it only disguises the opportunity costs of equity capital.

By issuing low-cost, tax-exempt debt and ignoring the opportunity cost of equity
capital, universities significantly reduce their cost of capital for conference center
projects. From atraditional financial perspective, the lower cost of capital should
translate into a higher return for investors. Among university conference centers,
however, there is great misalignment between these concepts. For example, a respondent
at University E mentioned the university’ s hope that resort E1 would provide an 8%
return on capital to cover some of the opportunity costs of investing unrestricted
endowment fundsin the resort. The respondent indicated that the university expects
returns much higher than this on its endowment funds, but that 8% was the best the

3 Data source: Federal Reserve Web Site (http://www.federal reserve.gov/rel eases/H15/data/a/tbaaly/txt).
Ten-year average of U.S. T-bill interest rate was calculated at 4.94% from 1991 to 2000.
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university could expect from the resort in its operating environment™. In this case,
opportunity costs were considered, but the target return was lowered to accommodate the
resort’s grim investment outlook.

In the stock market, companies are expected to allocate returns to their investors
either in the form of value growth or in the form of dividends. None of the university
conference centers participating in this study are expected to distribute returnsto its pool
of equity investors, because the endowment funds are considered gifts with no strings
attached. In fact, because of the policies regulating the contribution and use of charitable
donations, universities are not alowed to provide financia returnsto their donors. Asa
result, university conference centers are not required to perform as well as private sector
conference centers. At the most, they are required to exhibit break-even operations. That
is, they are supposed to cover their operating expenses and debt service, and in most
cases, contribute to an operating cash reserve. All of the universities studied here hope
for their conference centers to go beyond breaking even. In fact, hotel E2 is a conference
center facility that does make a profit for the university’ s foundation. However, the
respondents at all of the universitiesindicated that their campuses would (and in some
cases do) subsidize their conference centers’ operations if they were not able to cover
their costs.

University conference centers, like corporate sector conference centers, are
capital-intensive and labor-intensive facilities. In the private sector, conference centers
would be expected to cover their high operating costs and debt service, aswell as
contribute to an FF& E reserve and provide acceptable financial returns to equity
investors. In the university sector, conference centers are expected to cover their
operating expenses and debt service and contribute to an operating reserve, but they are
not required to provide returnsto investors. Because they do not have to provide returns
to investors, their hurdle rates remain lower than business sector hurdle rates.
Universities are further able to enjoy alower cost of capital for the conference centers
than their corporate counterparts are because they take advantage of low-cost, tax-exempt
debt financing and use charitable equity donations. While equity providers receive tax
advantages and non-financial benefits from their contributions (like the satisfaction of
doing something nice for the university or, in the case of helping to fund a conference
center, the use of the university’s hospitality facilities), universities do not consider the
opportunity costs associated with conference center investments. In thisvein, they are
able to keep their cost of capital superficially low.

Research Question Three

How do university officials identify and manage risk issues
with regard to devel oping conference centers?

! Resort E1 currently is not operating to expectations. The university’s Foundation has developed a
strategic plan to improve the resort’ s performance.
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The most salient forms of risk to universities during the financing of their
conference centers are related to the time it takes to move a capital project through the
universities and the states' bureaucratic systems. In thetime it takes to move from the
planning and design phases to the financing and construction phases, cash flow
assumptions, construction costs, and capital costs can fluctuate. The uncertainty of these
variablesinserts risk into the project. While corporations face these same issues, they are
equipped better than universities to move a capital project quickly through al of the
development stages. Consequently, competitive strategies and service technologiesin the
private hospitality industry change constantly and rapidly. Rapid change and volatility
promote uncertainty and risk. To keep up with change, hospitality competitors must scan
the environment carefully and quickly and develop competitive methods to address future
trends. Even in the private sector, the regulatory environment can slow the devel opment
of industry-leading competitive methods. However, the cumbersome nature of university
and state bureaucracies leaves university conference centers unable to compete
effectively against faster-moving private companies in the hospitality industry.

With potentially volatile input costs and a rapidly changing environment,
producing accurate revenue and expense projections is the key to reducing a conference
center’ s operational risk. Traditional sensitivity analyseslike Monte Carlo simulations
and expected value cal culations reduce this type of risk by requiring financial managers
to consider all possible scenarios and revealing the most likely outcomes. The results of
this study reveal that the sensitivity analysis behind cash flow estimates is non-existent,
weak, or misunderstood by university officials. In most of the cases studied here (C, D,
E1, E2), university officials relied on external consultants to construct cash flow
projections”. While respondents indicated that their organizations had discussed the cash
flow estimates during the planning phase of their projects, they were unable to provide
details about those discussions. In addition, they were vague about the methods used to
construct the cash flow estimates.

Only one respondent (at University D) mentioned using sensitivity analysis for
cash flow projections. This practiceisrelatively new to the university; sensitivity
analyses probably were not conducted for the university’ s conference center project in the
late 1980s. Despite the fact that the respondent’ s financial department now performs
Monte Carlo smulations for capital project, the quality of the output is compromised by
the inadequacy of input variables.

While planning to operate conference centers as on-going businesses, universities
should put alot of thought into the assumptions behind cash flow estimates. Sensitivity
analyses, expected value calculations, and other financial simulations would greatly help
project managers to identify and understand the operational risk of university conference
centers. However, universities' failure to understand the importance of accurate cash
flow estimates weakens the business potential of their conference centers.

> University A also used a consultant to project cash flows, but then used internal personnel to revise the
estimates.
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Research Question Four

How do university officials determine the appropriate investments
in materials and other resources when devel oping conference center projects?

According to the Co-Alignment Principle, firms should allocate their resources
effectively and efficiently to the successful execution of the firm’'s competitive methods
(Olsen, et al., 1998). Traditionally, competitive methods are defined as the unique mix of
products and services that a firm uses to address the forces driving change in the
environment. A truly competitive method gives the firm an advantage over its
challengers. The better a competitive method is, the harder it isfor competing firmsto
imitate. From a private sector perspective, investment in competitive methods leads to
financial benefit for the firm. If the firm allocates its resources effectively and efficiently
to industry-leading competitive methods, the firm will maintain healthy financial
performance.

The construction/purchase and operation of a university conference center can act
as a competitive method, asit may serve to advance one or more of the university’s
primary goals. For instance, at Universities A, B, and C, the conference center servesto
promote the university’s goal of information dissemination and outreach. At University
E, both conference centers serve to further the foundation’s goal of acquiring contiguous
sections of real estate to support the university’s needs. If, in fact, conference centers are
competitive methods that allow their universities to achieve their strategic goals, then
they have finite lives. To extend the competitive life of its conference center, a university
must invest continually in products and services that are better than its competitors'.

Theinitial capital requirement to purchase or construct a conference center varies
from university to university, depending on the programming requirements of the
conference center and the size of the facility. Asvehicles used to further universities
goals, conference centers are viewed with life spans much longer than would be found
acceptable in the private sector. In many cases, university conference centers are
expected to endure forever. With proper maintenance, it is possible that the physical
structure could last thirty years or more. However, a conference center facility needs a
constant investment of resources in furniture, fixtures, equipment, and suppliesto
maintain acceptable operations. At the same time, private sector hospitality companies
recognize the need to replace furniture, fixtures, etc., often. It isunclear from this study’s
results whether or not university officials recognize this need. In some cases, the
university establishes an FF& E reserve to fund future maintenance and replacement
needs. However, future research may wish to look into this topic in more depth. Future
research questions might be:

» Do university officials recognize the need to replace often the furniture,

fixtures, equipment, and suppliesin their conference centers? If so, what
are the strategies they use to address maintenance and replacement needs?

» How important are future FF& E replacement needs of a conference center

to auniversity’s conference center investment decision? How do
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universities evaluate the quality and life span of specific inputs like
furniture, fixtures, and equipment?

* How important isit for university conference centers to develop industry-
leading competitive methods? Do industry-leading competitive methods
exist among university conference centers? If so, what are they and what
are their expected life spans?

* How long can university conference centers be expected to sustain their
missions?

ESTIMATING CONFERENCE CENTER VALUE

Net Present Vaue

Several metrics exist for estimating a project’ svalue. Interna rate of return
(IRR), payback period, book rate of return, net present value (NPV), and adjusted present
value (APV) are among the most common investment criteria. Many financial analysts
prefer using NPV, asit takes into account initial capital requirements as well as cash
flows over the entire life cycle of an investment. In addition, it takes into account the
time value of money and allows managers to evaluate mutually exclusive projects. A
relatively newer approach, the APV method, issimilar to NPV, but it breaks a project
into parts and allows the manager to separate operational cash flows from financing side
effects. In general, the net present value approach does not appear to be used widely
among universities when evaluating conference center investments. One exception in
this study is hotel E1, where net present value was used to decide whether to demolish
the hotel building immediately or to operate it as a hotel for another ten years (and then
demolish it). Another exception is University C, where net present valueis used
currently to estimate the value of capital projects. However, this metric was not used in
the late 1980s when the conference center was being planned and financed. One
respondent (at University A) in this study specifically mentioned that IRR and NPV are
not appropriate decision making tools, as the goal for the conference center isthe
programming (i.e., what is in the conference center and the way it serves the university’s
purpose is more important than the financial value). This comment is not surprising,
considering the fact that the intangible benefits of conference centers seem to be more
important to universities than the financial benefits. However, it does raise afew
guestions:
* Isnet present value an appropriate metric for appraising the worth of a
university conference center? If not, does a more appropriate metric exist?
» Areuniversity conference centers viable financia investments? If not,
how do university officials measure the intangible benefits associated with
their conference centers? Further, how do they weigh the intangible items
against the tangible ones?
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Measuring actual performance

According to the Co-Alignment Principle, a firm should make cash flow the main
consideration when measuring performance. Appropriate metrics are cash flow per
share, economic profit, or return on invested capital, as they measure the direct cash
benefits to shareholders. The results and discussion of this study have established that
universities do not issue equity securities and do not consider the costs of equity capital
in their conference center performance requirements. Therefore, cash flow per shareis
an inappropriate performance metric for university conference centers. It appearsthat the
main performance metric for university conference centers s profit/loss®.

A rather large limitation of this study isthat it did not investigate the actual
performance of university conference centers. Future research should compare
performance expectations and performance metrics to the actual performance results of
university conference centers.

CONCLUSIONS

The Four Pillars of Project Vauation and Management

Based on the results of interviews, aliterature review, and secondary data
collection, this study has made several conclusions about universities' conference center
financing decisions with respect to the four pillars of project valuation and management.
First, when universities estimate cash flows (Pillar One) for their conference centers, they
often rely on an outside consultant to perform the projections. The rigor of assumptions
going into those projections is questionable. Second, when determining an appropriate
cost of capital (Pillar Two), universities consider only the cost of debt, ignoring the
opportunity costs of equity contributions. Universities take advantage of low-cost
financing through tax-exempt bonds and private gifts. Third, the most salient forms of
risk (Pillar Three) to universities when devel oping a conference center are related to the
long amount of time it takes to move a capital project from the planning phase to the
construction phase. In that time, the volatility of input costs presents financial risk.
However, university personnel areill-equipped to control input costs. Further, they fall
to understand risk by conducting sensitivity analyses on their cash flow projections.
Finally, university conference centers are expected to operate as on-going businesses for
along time. Nevertheless, it is not apparent that university officials fully recognize the
constant investment in furniture, fixtures, equipment, and supplies that conference centers
require.

'8 Interviewees were not asked about performance metrics directly. However, they were asked about their
conference centers' required/expected rates of return. In nearly all cases, the conference centers were
expected to “break even” (the primary requirement of an auxiliary), which leads the author to conclude that
the main financia metric is the bottom line of the income statement.
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Co-Alignment

The theoretical replication logic used in this study revealed that differencesin
ownership (public versus private), management (internal versus external), and location
(urban versus rural) have very little, if any, influence over universities' conference center
financing decisions. Conference center financing practices appear to be similar across all
universities. This may be the result of a strong university or non-profit culture that defies
traditional financial principles. Inabroad sense, university conference centers are not
aligned with the recommendations put forth in financial and strategic management
literature. The environmental scanning efforts and sensitivity analyses supporting
conference center investments are weak. In addition, the university cultureis not
equipped to evaluate and invest in industry-leading competitive methods. Finaly,
university conference center goals lack the passion for financial success that private
sector businesses exhibit. Ambiguous missions and goals of university conference
centers create misalignment and thwart any efforts to make the conference centers
competitive.

LIMITATIONS

The Co-Alignment Principle acknowledges that, in any business, value-adding
managers must learn how to allocate scarce resources to industry-leading competitive
methods. Ideally, value-adding managers would identify the appropriate competitive
methods then contribute resources to those methods. Very often, however, managers
allow their l[imited resources to dictate their choice of competitive methods. The
competitive method employed in this investigation to uncover information about
university conference center financing was the case study method. Asaversatile
research tool, the case study approach allowed the researcher to conduct a thorough
exploratory study. Unfortunately, as happensto so often in the “real world,” limited
resources were allowed to compromise the reliability and validity of the investigation.
The following section of this chapter discusses the limitations of the study, describing
impacts to reliability and validity.

Limitations of the case study method

As an approach that allows the researcher to draw conclusions about a complex
phenomenon from multiple sources of evidence, the case study method provided a strong
exploratory framework for thisinvestigation. In fact, the strengths of the case study
method---dealing with contemporary phenomenain their real-life context, uncovering
multiple sources of evidence, and investigating complex problems---were far more
important than the weaknesses---no basis for statistical generalization, voluminous
documentation, and perceived lack of rigor. An analysis of these weaknesses and other
limitations of this study concludes this report.
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No basis for statistical generalization

The purpose of this study was to explore university conference center financing
practices. Asan exploratory case study with only five participating universities, the
limited sample size was not intended to provide externally valid results. Nevertheless,
the theoretical replication logic behind the selection of cases provides some basis for
generalizing findings to university conference centers asawhole. Future researchers,
using this study’ s findings as a theoretical basis, could design investigations specifically
intended to produce externally valid conclusions.

V oluminous documentation and data reduction

Case study research generates a plethora of rich data. Distilling this datainto
smaller, manageable documents can be tedious, time consuming, and difficult. Despite
the author’ s use of matrix tables and the organization of data around the four research
guestions, the case study report is quite lengthy and cumbersome. Readers may criticize
the amount of information presented in this document.

Despite the copious amounts of information presented in this report, many of the
ideas captured throughout the literature review were omitted from the data collection
phase and the case study report. A major concern at the outset of this study was the
number of variables and operational measuresidentified by the literature review. Time
constraints prohibited the author from covering every salient concept during interviews
with respondents. Before collecting any data, the author® prioritized the long list of
important concepts identified in Chapter Two (Table 2.4) and condensed the list into
several key interview questions (see Table 4.2, Condensation of research concepts into
operational measures,; and the Appendix for alist of actual interview questions). The
condensed list of questions was intended to uncover the essence of each conference
center’ s relationship with its university and to capture the main concepts underlying each
pillar. While this practice created a small diversion from the original case study protocol
outlined in Chapters Two and Three, it saved time for the researcher and respondents and
reduced the input of data to a manageable amount.

Perceived lack of rigor

A principal strength of case study research isits facility to derive conclusionsin a
triangulating fashion from multiple sources of evidence. Thereliability of conclusions
increases as the number of evidence sourcesincreases. At all of the universities
participating in this study, except University C, interviews with at least two respondents
provided the base for multiple sources of evidence. Asthefirst table in Chapter Four
(Table 4.1) shows, secondary sources of information also were gathered for each casein
thisinvestigation. Several of the cases studied here, particularly Universities A, D, and

7 with the consultation of her thesis committee advisor
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E, provided multiple sources of secondary information to support interview responses.
The other two universities, B and C, provided only limited secondary sources.

Thefailure to get two interviews at University C and the lack of informative
secondary sources at Universities B and C contribute to the perceived lack of rigor of this
study. Assuch, they aso weaken the reliability of results. However, asthe
Co-Alignment Principle duly notes, the quality of information one collectsisjust as
important, if not more important, than the guantity of information he or she receives. For
instance, the author found that a feasibility study combined with a pro forma financial
statement revealed more information about a university’s conference center investment
decision than sales brochures, web site information, and news articles together. In
addition, the one respondent at University C was able to convey a more sophisticated
understanding of this study’ s concepts than several of the other respondents combined.
Despite the fact that he was not involved in his university’ s conference center financing
originally, the respondent at University C was able to speak clearly to university
financing practicesin general. In contrast, the two respondents at another university were
unable to provide much useful insight into their conference center’sfunding at al. In
summary, while aweakness in the number of interviews and secondary sources
contributes to the perceived lack of rigor in this study, the number of cases studied and
the quality of information provided in some cases balances out the weaknesses.

Respondent bias

Respondent bias refers to the weaknesses of individual respondents that might
influence the study’ s reliability. For instance, because most respondents were being
asked about conference center financing decisions made in the past, poor recall may have
prevented them from providing accurate answers. Further, in some cases where the
interviewees were not involved in the original conference center financing, they had to
rely on second-hand information for their responses. This opened the door for poor recall
or misinterpretation of information on the part of the respondents. In addition,
interviewees may have hidden information (either deliberately or inadvertently). Inthis
study, interviewing more than one respondent at each university*® alleviated respondent
bias.

Researcher bias

One of the widely embraced advantages of semi-structured interviewsistheir
flexibility. During the course of an interview, the researcher is able to adapt the
discussion to an individual situation and is free to probe into the context of, or reasons
for, answers to questions (Yin, 1994). Asaresult, the flow of discussion is subject to the
interviewer’s discretion. Interview responses inevitably reflect the researcher’s
influence. In addition, the researcher chooses how to condense and interpret findings.

18 with the exception of University C
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In thisinvestigation, the case study protocol mitigated some researcher bias by
providing a strict procedural guide for the researcher to follow. However, asin all
research, the interpretation of findings inevitably reflects the author’ s understanding of
the literature and the results. Consultations with her research advisor, however, served to
validate the author’ s interpretation of results.

Selection of cases

Funding constraints on this project restricted the researcher from traveling farther
than aday’ s drive to interview respondents. While case selection attempted to follow
theoretical and literal replication logic, the pool of potential cases was limited to
universities within a 300-mile radius of Blacksburg, Virginia. However, therelative
uniformity of results across all of the cases studied here suggests that different results
probably would not have been obtained by including additional universitiesin the study.

SUMMARY

Universities face a challenge of operating successful conference centersin a
competitive business environment. They are able to |lower their conference center
financing costs by taking advantage of tax-exempt debt and private donations.
Nevertheless, in order to maintain successful businesses, university officials must learn to
evaluate conference center projects strategically. This meansincorporating strategic
management models like the Co-Alignment Principle into their daily operations. The
results and conclusions of this multiple case study have set forth several
recommendations for university officials. At the sametime, it has set the foundation for
additional research on the subject.
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Appendix

INTERVIEW QUESTIONS

Below isalist of interview questions. If you prefer, you may draft answers to these
guestions prior to our interview in order to make the interview process go smoothly.
During the interview, | may ask some additional clarifying questions. Please remember

that all

responses will be kept confidential. Thank you for your time.

N

Nou~w

10.
11.
12.

13.

14.

15.

Background

What was your role in the development of your university’ s relationship with its
residential conference center?

What was the purpose for developing the university’s relationship with its
residential conference center?

What is the university’s relationship with the residential conference center?
What isthe residential conference center’s mission?

Who operates the residential conference center?

To whom does the residential conference center’s general manager report?

Was afeasibility study conducted for this project?

Capital outlay

What was theinitial capital outlay required for residential conference center
project?
How did you (your organization) arrive at this estimate?

Cash flow projections and life span

What is the estimated life span of the residential conference center?

How did your organization arrive at this estimate?

What were the projected cash flows (revenues and expenses) of your residential
conference center when the deal was being put together?

How did your organization arrive at this estimate?

Rate of return and capital structure
What forms of financial capital does the university normally obtain for facilities

projects?
What is university’ s cost of capital for new projects?
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16.

17.

18.

19.

20.

21.
22.

What forms of financial capital did you obtain for the residential conference
center project?

When you were putting the deal together, what was the expected rate of return (or
the required rate of return) for the residential conference center?

How did your organization arrive at this estimate?

Risk

Did you (or your organization) define “risk” with regard to the residential
conference center? If so, how did you define risk?

How did you estimate the possible variances in the residential conference center’s
future cash flows?

Did you address the possible variances in future cash flows?

What were some of the factors that saw as being important to driving bottom-line
revenues for the residential conference center?

Additional sources of information

Can you help me obtain additional WRITTEN evidence of the issues addressed by these
interview questions? Additional sources of evidence might include:

Feasibility studies

Project proposals

Internal memoranda

Working papers

Project goals

University and conference center mission statements
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